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INTRODUCTION 


International trade plays a very important role in the economic development and 
sustenance of most of the nations, The fact that international trade grows much faster 
than the world output implies that for many a dynamic enterprise, the potential market is 
not confined to the national frontiers, And for a good number of companies the overseas 
market is not a secondary market but the primary market, The large and expanding world 
market often offers greater growth and profit opportunities than the domestic market. No 
wonder, the multinational enterprises have been growing fantastically and dominate 
many sectors of the international market. For many small and medium size enterprises 


too the overseas market is very important. 


International market involves various types of trade documents that need to be 
produced while making transactions. Each trade document is differ from other and 
present the various aspects of the trade like description, quality, number, transportation 
medium, indemnity, inspection and so on. So, it becomes important for the importers and 
exporters to make sure that their documents support the guidelines as per international 


trade transactions. A small mistake could prove costly for any of the parties. 


This material is intended to provide the various theoretical aspects of International 
trade finance and documentation. This book is divided into ten units which cover the 


whole aspects of International trade finance and documentation. 


UNIT-1 Introduction 





INTRODUCTION 


1.1. Introduction NOTES 


1.2 . Unit Objective. 
1.3. Visible, Imports and Exports 
1.3.1. Invisible Imports and Exports 


1.3.2 Balance of Payments 


1.4 Adjustment of Demand and Supply of Foreign Currency 
1.5 INCOTERMS 

1.6 Summary 

1.7. Keywords used in the lesson 

1.8 Answer to check your progress questions 

1.9 Model Questions | 


1.10 Further reading 





1.1 INTRODUCTION: —__ 





This unit covers the general outline about Visible and invisible imports and 
exports, Balance of payment and its importance and limitations of BOP statement. Also, 
1t dealt with what are International commercial terms used in International trade. We can 


have the sound knowledge if we are familiar with this unit. 


Meaning of International Trade 
International trade 
International trade is the exchange of raw materials, goods and services across the 


geographical borders of countries across the globe. Foreign trade got its first impetus 


from the industrial revolution in the late eighteenth and early nineteenth century. Rapid 





NOTES 


Introduction| development in transportation facilities resulted in a surge in international trade in the 
twentieth century. Today International trade has taken the form of outsourcing and 
multinational companies (companies that have a presence in several countries). 

The History of World Trade ` N 
World trade was prevalent much before the formation of nation states. Some 
important examples of ancient long distance trade are: 
The Egyptians imported spices from Arabia and the „Land of Punt“ (present day 
Somalia). | A 
The Ptolemaic dynasty, which ruled in Egypt from 305 BC to 30 BC, idad with 

India. 

Arabian vessels were used to transport Indian goods to Aden. Chinese goods made 
their way to India, Persia and Rome through the silk route. From the eighteenth century, 
industrialization and colonization went hand in hand. The European nations increased 


their political power through trade. They exploited trading opportunities in eastern 
| countries like India. 







Present Global Trade Scenario 


There was a dramatic rise in world trade volumes in the twentieth century. While 
in 1928, world exports amounted to US$31.7 billion, this figure had risen to 
US$4,215,000.2 billion by 1994. Studies conducted by the UNCTAD in 1994 show that 


trade in commercial services rose much faster than merchandise trade between 1970 and 


1990. 


The G-7 group, comprising of the US, France, Germany, the UK, Italy, Japan and 
Canada, has always commanded a dominant position in world trade. Gradually the 
significance of certain Asia Pacific nations, such as China, Singap ore, India, Hong Kong, 


Taiwan and Korea, has risen. 





1.2 OBJECTIVE: iy Mma 





to gain knowledge in the field of balance of payment 


to become familiar with international commercial terms 
| NOTES 


to know the methods of payment used in foreign trade 





1.3. VISIBLE IMPORTS AND EXPORTS 





The Current Account is a record of the trade in goods and services among countries. The 
trade in goods is composed of exports (selling merchandize to foreigners) and import 
(buying merchandize from abroad). Exports are a source of funds and result in a decrease 
in real assets. On the other hand, imports are a use of funds and result in an acquisition of 


real assets (visible). 


Check Your 
1.3.1 Invisible Imports and Exports Progerss 
1. Imports 
The trade in services (also called invisibles) includes interest, dividends, lead to 


| | Increase in 
tourism/travel expenses and financial charges, etc. Interest and dividends measure the| | value of real 


services that the countrys capital renders abroad. Payments coming from tourists asset, so, 1t 
|| may be called 
measure the services that the country“s shops and hotels provide to foreigners who visit 





the country. Financial, instance and shipping charges measure the services that the 
country“s financial and shipping sectors render to foreigners. Receipts obtained by 
servicing foreigners on these counts constitute source of funds.- On the other hand, when 
the countrys residents receive the service from foreign-owned assets, utilization of 


founds, takes place. 


Unilateral transfers consist of remittances by migrants to their kith and kin; and 
gifts. Donations and subsidies received from abroad. Remittances so received are 
obviously sources; remittances made in forms of gifts/donations, etc., by immigrants 


cause utilization of funds. 
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NOTES 





Check Your 
Progerss 


2 Balance of 


payment is the 
difference . 

between 

and 

of 

funds. 


1.3.2 Balance of Payments 
Balance of Payments (BOP) records commercial, financial and economic flows 
between the residents of a given country and those of the rest of the world during a 


certain period of time, generally a year. It measures flows rather than stock. 


In the context of BOP, the resident of a country means any individual, business 
organization, government agency or any other institution legally domiciled in the country 
concerned; it does not necessarily mean a citizen. For example, transactions with 
subsidiary of a French company established in India form part of the records of BOP; 
transactions between only local residents are outside its purview. However, the exception 
occurs when a transaction involves a foreign currency that is exchanged between a 
private resident of the country and its monetary authority or the central bank. Even 
thought both parties are residents of the same country, this transaction gets reflected in 
the balance of payments as offsetting entries in two different accounts, namely private 


capital flows and official reserves. 


A BOP statement is kept in the form of sources (credits) and uses (debits) of 
funds. This record enables us to know whether the country has/had a net surplus or 
deficit during the referred period. If a country receives more funds from abroad than it 
spends, it has a surplus of BOP. If expenditures abroad by residents exceed what the 


residents earn or receive from abroad, the country has a deficit of BOP. 


From the 17" century, countries like France and Germany had prepared the accounts of 
their exports and imports know as Balance of Trade. Subsequently, the concept has been 
broadened to include exchange of services, donations as well as flows of capital; this concept of 


record has been referred to as balance of payments. 
The major sources of funds for a country accrued from: 
j E exports of goods and services; 

sale of existing foreign financial assets; 


Foreign loans/borrowings, etc. 


Likewise, the major uses are: 
des Tenor of good and services; 
Purchase of foreign financial assets; 
„Foreign lending”s a so on. 


Obviously, sources increase the external purchasing power of country; conversely uses decrease 


its purchasing power. 
1.3.3.1 Presentation of Balance of Payments. 


A BOP statement is divided into several intermediate accounts. The three major 
segments are: (i) Current account, (ii) Capital account, and (iii) Official reserves account. 


Table 1 provides details of these accounts as shown in a typical BOP statement. 


The data needed to prepare different accounts are collected from various sources. 
For instance, the data on imports and exports are gathered from customs authorities 
whereas the financing of these transactions appears largely among the data on changes in 
foreign assets and liabilities reported by financial institutions. That is why there is an 


additional account in the BOP Statement, namely Errors and Omissions. 


The succeeding paragraphs contain a brief description of various accounts shown 


in the BOP Statement. 


1.3.3.2 Current Account: The current account is one of the two primary components of 
the balance of payments, the other being the Capital account. The current account is the 
sum of the balance of trade (exports minus imports of goods and services), net factor 
income (such as interest and dividends) and net transfer payments (such as foreign aid). 
The current account balance is one of two major measures of the nature of a country's 
foreign trade (the other being the net capital outflow). A current account surplus increases 
a country's net foreign assets by the corresponding amount, and a current account deficit 


does the reverse. Both government and private payments are included in the calculation. 
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Introduction! It is called the current account because goods and services are generally consumed in the 


NOTES 


current period. 


The balance of trade is the difference between a nation's exports of goods and 
services and its imports of goods and services, if all financial transfers, investments and 


other components are ignored. A nation is said to have a trade deficit if it is importing 


more than it exports. 


Positive net sales abroad generally contribute to a current account surplus; 
negative net sales abroad generally contribute to a current account deficit. Because 
exports generate positive net sales, and because the trade balance is typically the largest 
component of the current account, a current account surplus 1s usually associated with 
positive net exports. This however is not always the case with open economies such as 


that of Australia featuring an income deficit larger than its trade deficit 


The net factor income or income account, a sub-account of the current account, is 
usually presented under the headings income payments as outflows, and income receipts 
as inflows. Income refers not only to the money received from investments made abroad 
(note: investments are recorded in the capital account but income from investments is 
recorded in the current account) but also to the money sent by individuals working 
abroad, known as remittances, to their families back home. If the income account is 


negative, the country is paying more than it is taking in interest, dividends, etc. 


For example, the United States’ net income has been declining exponentially since 
it has allowed the dollar's price relative to other currencies to be determined by the 
market to a point where income payments and receipts are roughly equal. The difference 
between Canada's income payments and receipts have been declining exponentially as 
well since its central bank in 1998 began its strict policy not to intervene in the Canadian 


Dollar's foreign exchange. 


The various subcategories in the income account are linked to specific respective 
subcategories in the capital account, as income is often composed of factor payments 


from the ownership of capital (assets) or the negative capital (debts) abroad. From the 





capital account, economists and central banks determine implied rates of return on the Introduction 
different types of capital. The United States, for example, gleans a substantially larger 
rate of return from foreign capital than foreigners do from owning United States capital. 


In the traditional accounting of balance of payments, the current account equals 
the change in net foreign assets. A current account deficit implies a paralleled redyctien 


of the net foreign assets. 


Current account = changes in net foreign assets 


j 


Check Your 
Progerss 


3 
account is the sum 


1.3.3.3 Capital Account 


The Capital Account is divided into foreign direct into foreign direct investment (FDI), 
portfolio investment and private short-term capital flows, FDIs are for relatively longer of balance of trade 


net factor income 
period of time and portfolio investments have a maturity of more than one year when they | and net transfer 


are made. The distinction between FDI and portfolio investment is made on the basis of pS 
the degree of involvement in the management of the company (and not on the basis of the 
extent of ownership) in which investment is made. For example, an ownership of more 
than 10 percent of a firm may require direct involvement in the firms management. In 
the event of the investor exercising/participate, the investment is then referred to as 


portfolio investment. 


Table I 
_ A) Current Accounts 
Goods Actount 
. Exports (+) 
Imports (-) 
Balance of Goods Account=A (I) 


Services Account 


Receipts as interest and dividends, tourism receipts for travel and financial 


changes (+) Payments as interest and dividends, tourism payments for travel and financial 





charges (-) 


Introduction Balance of Services Account (ID 
Unilateral Transfers 
Gifts, donations, subsidies received from foreigners (+) 
Gifts, donations, subsidies made to foreigners (-) 
Balance of Unilateral Transfer Account= A (III). 


Current Account Balance: A (I)+ACD+A(ID 





B. Long-term Capital Account 
Foreign Direct Investment (EDI) 


Direct investment by foreigners (+) 

Direct investment abroad (-) 

Balance on Direct Foreign Investment=B (I) 

| Portfolio in 
Foreigner“s investment in the securities of the country (+) 
Investment in securities abroad (-) ee 
Balance on Portfolio Investment=B (ID) 
- Balance on Long-term Capital Account=B (1) +B (I) 
Private Short-term Capital Flows 
Foreigners claim on the country (+) 
Short-term claim on foreigners (I) 


Balance on Short-term Private Capital Account=B (IIT) 


Overall Balance: [A()+A(1)+A(10)+[B()+B(ID+B(D] 
C. Official Reserves Account 
Decrease or increase in foreign exchange reserves. 


As regards official reserves accounts, the monetary authority of a country, usually the 
central bank, owns international reserves. These reserves are composed of gold, convertible 


currencies like US Dollar, Deutsch Mark, Japanese Yen, SDR (Special Drawing Rights), etc. 
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NOTES 


since BOP is expressed in national currency, an increase in any of these assets means a use of |. 


funds while their decrease implies a source of funds. 


If overall balance (current plus capital) is in deficit, this implies either a reduction in 
reserves or an increase in foreign debt or reduction of credits. It is important to note that, by 
convention, a deficit is shown by + sign. In other words, it appears on the sources side. As a 
result, sum of all sources and uses becomes equal. The reverse is true when the overall balance 


(1.e., the sum of current and capital account) is in surplus. 
Example 


You are required to find out the overall balance, showing clearly all the sub -balances 


from the following data: 


1. UC Corporation of the USA invests in India Rs.3, 00,000 to modernize its Indian 
- subsidiary. 


2. A tourist from Egypt buys souvenirs worth RS.3,000 to carry with him. He also pays 
hotel and travel bills of Rs.5,000 to Delhi Tourist Agency. 


3. The Indian subsidiary of UC Corporation remits, as usual, Rs.5,000 as dividends to its 
parent company in the USA. 


4. This Indian subsidiary of UC Corporation sells a part of its production in other Asian 
countries for Rs.1,00,000. | 


5. The Indian subsidiary borrows a sum of Rs.2,00,000 (to be paid back in a year“‘s time) 
from the German money market to resolve its urgent liquidity problem. 


6. An Indian company buys a machine for Rs.1,00,000 from J apan and 60 percent payment 
is made immediately; the remaining amount is to be paid after 3 years. 


7. An Indian subsidiary of a French Company borrows Rs.50,000 from the Indian 


public to invest in its modernization programmed. 


Introduction| Solution 


Sources and Used of Found 








NOTES SINO Sources Uses Native 
1 3,00,000 Direct Foreign Investment 
2. (a) 3,000 Goods exported 
(b) 5,000 Services (invisible) rendered 
3. 5,000 Dividends paid 
4. 1,00,000 Goods exported 
5: 2,00,000 Short-term borrowing 
6. (a) oo Equipment imported 
(b) 40,000 =. Increase in claim on India (portfolio) 
6,48,000 1,05,000 
BOP Statement 


A. Current Account 





| Goods Account 
Export : Rs. 1, 03,000 (+) 
Import : Rs. 1, 00,000 (-) 
Balance : Rs. 3,000(+) . 
Invisible Account 
Payment Received: "Rs. 5,000 (+) 
Payment Made : Rs. 5,000 (-) 








Current Account Balance: Rs. 3000 (+) 
B. Capital Account 
Foreign Direct Investment 
Inflow Rs. 3, 00,000 (+) 
Outflow Rs Nil 
Balance: Rs. — 3, 00,000 (+) 
Portfolio Investment 
Inflow : Rs. 40,000 (+) 
Outflow Rs. Nil 
Balance Rs. 40,000 (+) 
Long-term Capital Account: Rs. 3, 40,000 (+) 
(FDI + Portfolio) 


Short - time Capital 


Inflow 2, 00,000 (+) 


Outflow 


Nil 








Capital Account Balance: 


Rs 

Balance a Rs. 2,00,000 (+) 
Rs. 5,40,000 (+) 
Rs 


Overall Balance 5, 43,000 (+) 


There is a net surplus of Rs.5, 43,000 in the balance of payments. This means, 


there will be an increase of reserves by this amount. 
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NOTES 


Note: The transaction No.7 did not enter into the BOP Statement since this transaction 
does not involve any foreign country. The entire transaction has taken place in Indian 


rupees within India. 


1.3.3.4 Importance of BOP 


Several reasons explain the importance of Bop of a country for managers and 


investors. 


This permits a judgment on the economic and financial situation of a country in 
the short-term. If a country has significant deficit, it will have a tendency to take stiff 
measures for diminishing its imports. Prices of imported materials may go up. In certain 
countries, a large deficit of BOP may lead to measures of exchange control, or restriction 


on repatriation of dividends, interests, etc., 


BOP provides foresight regarding the type of exchange rates (increase/decrease) 


to prevail; consistent deficit of BOP has an unfavorable effect on exchange rate. 


In a system of fixed exchange rates, persistent deficit leads to devaluation and 
vice versa. Likewise, in a system of floating rates, persistent deficit would signal an 


ongoing depreciation of the currency of the country concerned. 
1.3.3.5 Limitations of BOP Statement 


BOP is an important source of information on economic and financial situation of 
acountry. The analysis of different accounts in a BOP Statement, interest, enables one to 


understand or foresee the circumstantial or structural equilibrium. 


Sources of information used to prepare a BOP Statement are varied, namely, 
central bank, institutions linked with external trade such as Export-Import (EXIM) Bank, 
and customs authorities, etc. A perfect coherence among these sources may not be 
possible. Thus, the account Errors and Omission serves to bring about equilibrium 


between economic operation and their monetary counterparts. 


12 


BOP Statement is established in terms of transactions. That is, it takes into | Introduction 
account transactions rather than settlements. But the dates of effective settlements may 
be far distant in time from the dates of delivery owing to advances accorded, commercial 


credits, delay in payments or non-payments, etc. 


BOP is expressed in national currency. But often the operations have been done 
in other currencies. This causes the problem of exchange gain or loss, which is ignored. 


Some countries like Japan prepare the BOP Statement in two currencies, Yen and US Check Your 
doll | Progerss 
ollar. 


4 The difference 


¿A A ee eee | between Export 
1.4 ADJUSTMENT OF DEMAND AND SUPPLY OF FOREIGN CURRENCY and Import is 


A A AE A N a aed 


as 












Adjustments between demand for and supply of foreign currency take place 


through the intervention of central bank, or market, or by administrative measures. 


Central bank intervenes through its regulatory stocks. This exercise is 
necessitated to control the volatility of exchange rate as and when it anticipates a surplus 
over demand (surplus of the BOP) or vice versa. For example, if a deficit 1s anticipated, 

the central bank will offer foreign currency that is holds in ee In 1995, RBI sold 


huge amount of dollars to decrease the significant increase in dollar value. 


Adjustment by the market takes place when there is no intervention of central 
bank. For example, if there is a surplus in the Bop, the national currency tends to 
appreciate. Conversely, it will depreciate in the event of deficiency. It will float to find 


the rate of equilibrium. 


Administrative measures can be taken on the demand and supply of the currency. 
To diminish the outflow of foreign exchange, the concerned country can take measures 
such as, increase in customs duty, fixing of import quotas, obligatory deposits for 
imports, protectionist measures, prohibition on short-term placements, control on 


speculative movements on capital, etc. 


In order to increase supply of foreign exchange, the country may imitate measures 


such as export subsidies, export credits, encouragement for FDI, etc. 
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- NOTES 


In general, surplus BOP is considered good, and deficit Bop as bad. Mostly, 
when we talk of the problem of BOP, it is the deficit (specially a chronic deficit) that is of 
deep concern and the country has to tale appropriate measures to tide over the problem, 


for example, check on imports, import substitution, export promotion measures, 


borrowing from the IMF, etc. 
1.4.1 The link between the national economy and international activities 


This section provides a framework consisting of a set of basic macro-economic 
accounting identities that link domestic production and spending to saving, consumption 
and investment behaviour and their relationship with current account and capital account 


balances. 
Domestic Savings, Investment and the Capital Account 


_ The national income (or product) is the sum of consumption and savings, that is: 
National Income = Consumption + Saving | (2.1) 
Similarly, national spending consists of consumption and investment: 

National Spending = Consumption + Investment (2.2) 
From Eqs (2.2) and (2.2), we obtain: 


National Income — National Spending = Saving — Investment | (2.3) 


This identity says if a national“s income exceeds its spending, then, 
savings will exceed domestic investment, yielding surplus capital. This surplus capital 
must be invested overseas. In other words, a nation that produces more than it spends, 
will save more than it invests domestically and will have a net capital Guillow This 
capital outflow will appear as combination of capital account deficit and an increase in 
official reserves. Conversely, a nation that spends more than it produces will invest 
domestically more than it saves and have net capital inflow. This capital inflow will 


appear as combination of capital account surplus and a reduction in official reserves. 
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1.4.2 Link between the Current and Capital Accounts 


Beginning again with national product, we can subtract from it spending on 
domestic goods and services. The remaining goods and-services must equal exports. 
Similarly, if we subtract spending on domestic goods and services from total 


expenditures, the remaining spending must be on imports. This leads to: 
National Income — National Spending = Exports — Imports — (2.4) 


Equation 2.4 indicates that a current account surplus arises when national output 
exceeds domestic expenditure. Similarly, a current account deficit is due to domestic 


-expenditure exceeding domestic output. By combining Esq.(2.3) and (2.4), we get: 
Saving — Investment = Export — Imports | (2.5) 


As is clear from the Esq. (2.5), if a nation“s savings exceed its investment, then 
that nation will run a current surplus. Conversely, a nation such as the United States that 
saves less than it invests must run a current account deficit. Noting that saving minus 


investment equals net foreign investment, we have the following identity: 
Net foreign investment = Export — Imports | | (2.6) 


(Capital outflow) 


Thus, the balance on the current account must equal the net capital outflow. If the current | 


account is in surplus, then the country must be a net exporter of capital; a current account 
deficit indicates that the nation is a net capital importer. This equation explains why 
Japan «with its current: account surplus, is a major capital exporter, while the United 


States, with its large current account deficits, is a major capital importer. 


Introduction 


NOTES 


Another interpretation of Esq.(2.6) is that the excess of goods and services bought | 


over goods and services produced domestically must be acquired through foreign trade 
and must be financed by an equal amount of borrowing from abroad (that is, capital 


account surplus and/or official reserves deficit). Thus, with the government intervention 
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Introductio 


NOTES 


„| in the foreign exchange market, the sum of the current account balance plus the capital 


account balance plus the balance on official reserves account must be zero. 


— 


A. t Budget Deficit and Current Account Deficits 
1.4.3 Government bu Be Current. Account Dei 


— A > 


en 


National spending can be divided into house hold spending plus private 
investment plus Government spending. Household spending, in turn, equals national 


income less the sum of private savings and taxes. Combining these terms yields the 


following identity: 


National Spending = Household Spending + Private Investment = Govt. Spending 


= (National Income — Private Saving — Takes) + Private 
Investment + Govt. Spending (2.7) 


Equation 2.7 can be re-arranged to yield a new expression for excess spending: National 


Spending — National Income = Private investment — Private Saving + 
Govt. Budget Deficit (2.8) 
Here, the Government budget deficit equals i spending minus taxes. 
Combining and re-arranging Eqs (2.4) and (2.8), results in new identity: 
Current account balance = saving Surplus — Govt. Budget Deticit 


Equation 2.9 reveals that nation“s current account balance is identically equal to 
its private savings-investment balance less the government budget deficit. That is, a 
nation running a current account deficit is not saving enough to finances its private 
investment and government budget deficit. Conversely, a nation running a current 
account surplus is saving more than is needed to finance its private investment and 


government deficit. 
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1.4.4 Balance of indebtedness 


Apart from BOP, it is desired to have a balance of indebtedness which measures 
the assets and liabilities that a country has in relation to the rest of the world. This 
statement is not available in standard published from for all countries, though it would be 


desirable to do so. 


1.5 INCOTERMS (International Commercial Terms) 





A trade contract imposes certain rights and obligations on the buyer and seller, 
these right and obligations varying in accordance with the convenience of the parties 
concerned and as agreed by them. Certain specific terms have been evolved, known as 
trade terms“ or „contract terms“ such as Free on Board (FOB), Cost, Insurance an 
Freight (CIF), each of which carries a specific set of rights and obligations between the 
parties. While quoting the price, the seller takes into, account not only the cost of 
productions but also additional costs and risks involved as per the trade terms agreed. 
For instance, the price quoted for a consignment of CIF basis will be higher than that on 
FOB basis as the former requires insurance and freight changes to be incurred 


additionally. 


The existence of difference in interpretation of trade terms in different countries 
has been a cause of friction in international trade on misunderstanding, disputes and 
references to courts with all the waste of time and money. The Inco terms (International 
Commercial Terms) were evolved by the international Chamber of Commerce to provide 
a set of international rules for the interpretation of the chief terms used in foreign trade 
contracts. Inco terms were published first in 1936 and subsequently amended and added 
to in 1953, 1967, 1976,:1980, and 1990. The latest 1990 version defines 13 contract 
terms, providing an up-to-date set of rules broadly in the line with the current 


international trade practices. 


It may be noted that adoption of Inco terms is optional. Merchants wishing to use 


these rules should specify that their contracts will be governed by ,,Inco terms 1990". 
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Introduction| Further, special provision in the individual contract between the parties will override 


NOTES 


anything provided in the rules. 


The Terms 


Arranged in the ascending order of obligations to the seller the contract terms defined are 


as under: 

1.5.1 Contract Terms — Standard abbreviation 
Ex Works 
Free Carrier Carriage Uad 
Free Alongside Ship 
Free On Board 
Cost and Freight 
Cost, Insurance and Piola 
Carriage Paid to 
Carriage and Insurance Paid to 
Delivered at Frontier 
Delivered Ex Ship] 
Delivered Ex Quay 
Delivered Duty Unpaid 


Delivered Duty Paid 


EXW 


FCA 
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FPN 
CFR | 
CIF NOTES 
CPT 

CIP 

'DAF 

DES 
' DEQ 
DDU 

DDP 
According to the mode of transport for which they are used, the contract terms may be 


classified as follows: 


Sea and Inland waterway All modes including multimodal 
1. Free Alongside Ship 1. Ex Works 
2. Cost and Freight 2. Carriage Paid to 
3. Cost and Freight 3. Carriage Paid to 
4. Cost, Insurance and Freight 4. . Carriage and Insurance Paid to 
5. Delivered Ex Ship 5. Delivered at Frontier 
6. Delivered Ex Quay 6. Delivered Duty Unpaid 


7. Delivered Duty paid 

The main reason for the 1990 revision of the Inco terms was the desire to adapt 

terms to the increasing use of electronic data interchange (EDI). In all the contract terms 
where the seller has to send a transport document to-the buyer, it is provided that when 
the seller and buyer have agreed to communicate electronically, the transport document 


may be replaced by an equivalent EDI message. 


1.5.2 Contract Terms for Carriage by Sea Transport 
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Introduction| FAS — Free Along side Ship (named port of shipment) 


NOTES 


Check Your 
Progerss 


5 The FAS 
stands for 


6. The FOB 
stands for 





The price quote under this contract includes charges up to placing the goods 
alongside the ship in the seller“s country. The sellers obligation is to bring the goods to 
the named port and place them alongside the ship on the quay or the lighters. The buyer 


has to bear all costs and risks of loss of or damage to the goods from that moment. 


The buyer has to contract the sea carrier and arrange for the transportation. He 
should intimate the seller about the name and loading berth of the ship and the delivery 
dates. The seller has to tender to the buyer dock or warehouse receipt or warrant which 
evidences the delivery of goods alongside the ship. He has to bear the cost of any 
checking operations Sun as checking quality, measuring, weighing, and counting which 
are necessary for delivering the goods alongside the ship. The buyer should arrange for 


the transportation, including obtaining an export license, where it is required. 


The seller may arrange for booking the cargo with the shipping company and 
obtain a bill of lading. In such cases, the cost should be borne by the buyer. The seller 
may also provide at the buyers request and the certificate of origin and any other 


documents that the latter may require. 
Documents 
The documents that the seller has to submit to the buyer are: 
Dock or Warehouse Receipt of Warrant, 
Invoice, and 
Any other document as required by the buyer. 
FOB — Free on Board (named port of shipment) 


The price quoted under this contract charges up to preparation of goods for export 
and placing them on board of the named vessel in the seller's country. The buyer should 


arrange for the space in the vessel and intimate the seller so that the latter may arrange to 
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take the goods to the port at the appropriate time and get them placed on the vessel. The | yrroduction 
right in the goods passes on to the importer the moment goods are placed on the vessel as 
per his instructions and hence any loss of or damage to the goods after this stage should 
be borne entirely by the buyer. The buyer has to pay freight at destination and arrange | 
for insurance covering the journey. As regards the loading charges at the port in the 


seller's country, the seller has to bear to the extent they are not included in the freight. 


The sellers duty is to arrange to prepare the goods, pack them, place them on the 
vessel as per the terms of the contract and. obtain a bill of lading evidencing shipment. 
He has to bear the cost of any checking operation like checking quality, measuring, etc., 
which may be necessary for delivering the goods. He has to obtain export license and 
pay export taxes and fees that may be required. If the buyer.requests, he has to provide a 
ae of origin, the cost of which has to be borne. by. the buyer. Further, he may 


assist the buyer at buyer“s risk and expense, in other matters relating to the contract. 


_ The term FOB is normally followed by the name of a port in the sellers country. 
For example and Indian seller may quote FOB Chennai. It means the price quoted is for 
delivery of goods at Chennai port. If no port is mentioned in the terms, the buyer has the 
right to ask for shipment at any port in India. Therefore, he may require the seller to ship 


from Mumbai, which may mean additional cost to the seller. 
Documents to be submitted under FOB contract are: 
Freight paid to collect bill of lading. 
Invoice, and 
Other documents as required by the buyer. 
CFR — Cost and Freight (named port of destination) 


The price quoted under this contract includes the cost of the goods and freight 
charges up to the named destination. . The means, the.contract:term should indicate the 
port of discharge up to which the freight is included. For instance, for delivery at New 
York the contract terms should be CFR New York. i 
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The seller has to prepare, pack, transport up to the port and arrange to place the 
goods on board a vessel and obtain clean freight paid bill of lading. The obligation of 
arranging the contract of carriage rest with the seller. He has to pay for checking 
operations any pay unloading charges to the extent they are included in the freight. He 
has to obtain export license and carry out all formalities necessary for the exportation of 
the goods. He may furnish the certificate of origin, consular invoice and any other . 


document at the cost and request of the buyer. 


Though under CFR contract the seller pays charges up to the destination, the risk 
of loss of or damage to the goods passes to the buyer the moment the goods are placed on 
board the ship in the seller“s country. Thus the seller bears the cost up to the destination, 
but the buyer acquires the interest in the goods from the time they are loaded on board on 


board a ship in the seller“s country. 

Documents to be furnished under this contract are: 
Freight'paid to bill of lading. __ 

Invoice, and | en 

Other documents as required by the ne 

CIF — Cost, Insurance and Freight (named port of destination) 


The price quoted under this contract includes cost of goods, freight charges up to 
named destination and insurance covering the voyage. In other words, all expenses 
incurred up to the port of destination are borne by the seller. Unless otherwise specified 
in the contract, insurance for 110% of contract price with minimum cover of the Institute 
Cargo clauses shall be obtained. In other respects the duties of the seller and buyer are 
similar to that under CFR contact. Similarly, the risk in the goods passes on to the buyer 


the moment they are placed on board a vessel in the seller‘‘s country. 
Documents to be furnished under this contract are: 


Freight to paid bill of lading, 
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Insurance policy, | | Introduction 






Invoice, and 
Other documents as required by the buyer. NOTES 
Variants of CIF Contract: 


There are two variants of CIF contract in use. They are, however, not recognized 


under Inco terms: — 


Cost, Insurance, Freight and Commission (CIF&C). This is similar to CIF 
contract except that the price includes in addition commission payable to agents for the | 


contract. 
Documents 
Freight paid to bill of lading. 
Insurance policy, 
Statement of commission paid, 
Invoice, and 
Other Paca as required by the buyer. | 


Cost Insurance, Freight Commission and Interest (CIF & C). In addition to the 
- price under CIF contract, this includes commission payable to agents and interest of the 


transaction. 

| | Documents 
Freight paid to bill of lading. 
THRON policy, 


Statement of commission paid, 
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Invoice, with details of interest, and 
Other documents as required by the buyer. 
DES - deliver Ex Ship (named port of destination) 


The price quoted includes all expenses up of goods by ship to the named 


destination. Thus the price quoted may be same as the price under CIF contract. But the 


essential difference between Ex Ship contract and other contracts discussed above is the 


time at which the risk for loss of or damage to the goods is passed to the buyer. The } 


responsibility, under the Ex Ship contract, of the:seller-is-to make available to the buyer 


the goods at the named destination. Therefore, the risk is borne by the seller till the | 


goods are carried to the port of destination. The risk is transferred to the buyer from the 
time he takes delivery of the goods. In other respects, the duties of the seller and the 


buyer are similar to those under the CIF contract. 
Documents to be submitted under Ex Ship contract are: 
Freight paid to bill of lading. 
Invoice, 
Insurance policy, and 
Other documents as required by the buyer. 
DEQ — Delivered Ex Quay (Duty paid) (named port destination) 


This is effect of an extension of the Ex Ship contract. The seller has to bear the 
additional risks and cost to bring the goods ashore and make them available to the buyer 
on the wharf at the destination named in the sale contract. All teat is necessary to enable 
the buyer to take delivery of the goods at the destination is to be done by the seller. That 
means, he has to prepare the goods, pack them, arrange for checking operations, transport 
and insure them. In addition, he has to provide the import duty, cost of customer 


clearance and any other taxes to be paid on imports for the goods to be delivered to the 
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buyer. The buyer“s duty is to take delivery of the goods from the quay or wharf at the | Introduction 


port of destination. The risk of loss or damage to the goods is passed to the importer then 
the time the goods are placed the quay. If the parties desire that the import duty, etc., in 
the buyer“s country: should be borne by the buyer, they should specifically mention Ex 
Quay (duties on buyer“s account). 


Documents to be submitted by the seller 

Delivery order, 

Invoice, and 

Other documents as required by buyer. 
1.5.3 Contract Terms for Carriage by any Mode of Transport 
EXW — Ex works (named place) 


The price under this contract represents the minimum since the goods are 
delivered at the seller“s premises. The price excludes all other expenses. The obligation 


of the seller is to make the goods available at his premises, i.e., works of factory. 


The seller should bear all coats and risks in packing the goods, arranging for 
checking operations like checking quantity, measurements, weighing and counting, that 


may be necessary for the purpose of placing the goods at the disposal of the buyer. He 






should give reasonable notice to the buyer so desires and at his risk, the seller may render 
assistance in getting documents that may be required for exportation and/or importation 
of the goods. The seller is not responsible for loading the goods on vehicle provided by 


the buyer, unless otherwise agrees. 
/ 


The buyer has to bear the cost and risk involved in bringing the goods from the 
seller“s works to the desired destination. All costs, taxes, etc., both at the seller“s and the 
buyers country have to borne by the buyer. 


f 
Y 


j ‘ 
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Documents 

Invoice, and 

Other documents as required by the buyer, 
FCA - Free Carrier feed place) 


This term corresponds, to FOB under sea transport. The seller fulfils his 
obligation to deliver when he has handed over the goods, cleared for export, into the 
charge of the carrier named by the buyer at the named place or point. If no precise point 
is indicated by the buyer, the seller may choose within the place or range stipulated where 


the carrier shall take the goods into his charge. 


f 
el 


„Carrier“ means any person who, ina contract of carriage, undertakes to perform 
or to procure the performance of carriage by rail, road, sea, air, inland waterway or by a 
combination of such modes. If may buyer instructs the seller to deliver the cargo to a 
person, e.g., a freight forwarder who is not a carrier, the seller is deemed to have fulfilled 


his obligation to deliver the goods when they are in custody of that person. 


Except for the mode of transport and place of delivery, the respective positions of 


seller and buyer are similar to that under FOB contract. 
Documents required are: 

A transport document, 

Invoice, and 


Other documents as required by the buyer. 


CPT — Carriage paid to (named place of destination) 


The contract term can be compared to the CFR term used for carriage by sea 


transport. The price quoted includes cost of goods and fright charges. 
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The seller has to prepare the goods, pack them, pay for checking operation and | 7 duction 


take them for transportation to the carrier. If there are more than one carrier, the sellers 
obligation is fulfilled when he delivers goods to the fires carrier. The risk for loss of or 
damage to the goods passes to the buyer when they are delivered to the first carrier. The 
formalities for export, like obtaining license, payment of export duty, have to be borne by 
the seller, If customary, the seller should provide the buyer with the usual transport 


document. 


The buyer, on receipt of intimation from the seller, may arrange for insuring the 


goods. He should arrange for getting import license and pay import duties. If he requires 


the seller to furnish him with certificate of origin or any other document, he should 


reimburse the seller for the expenses. 
Documents to be submitted by the seller are: 
Freight paid waybill, 
Invoice, and 
Other documents as required by the buyer. 
CIP - Carriage and Insurance Paid to (named place of destina) 


This term corresponds to CIF contract under sea transport. In addition to the 
obligations under „carriage Paid to“ contract, the seller should arrange for insurame for 
the goods and furnish the buyer with the insurance policy or other acceptable document. 
Therefore, the price quoted includes cost of the goods, freight charges and insurance 


premium. 


The cargo insurance should be on such terms that the buyer would be entitled to 
claim directly from the issuer. Unless otherwise agreed it should be for 110% of the 
contract value with minimum cover of the Institute Cargo Clauses. When required by the 
buyer, the seller shall provide at the buyers expense war, strikes, riots and civil 


commotion risk insurances if procurable. 
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In all other respects, the responsibilities of the seller and the buyer are same as 


under „Carriage Paid to” contract. 

Documents to be submitted by the seller are: 
Freight paid waybill, 
Insurance policy, invoice, and 
Other documents as required by the buyer. 


DAF — Delivered at Frontier (named place) 


Under this contract, the sellers obligations are fulfilled when the goods have 
arrived at the frontier, but before the customs border of the adjoining country, To avoid 
misunderstanding, the parties may indicate (1) the countries separated by that frontier, and 
(11) the name of place of delivery. For example, “delivered a Franco — Italian Frontier 


(Modane)”. 


The seller should arrange for packing the goods, checking operations where 
required, procure exchange control authorization required for exportation of the goods, 
contract for transportation of the goods to the place named in the contract and bear all 
risks and expenses up to this stage. If no particular point (station, pier, quay, wharf, 
warehouse as the case may be) as the named place of delivery is stipulated in the contract, 
the seller may choose any point for delivery. He should provide the goods at the frontier. 
The document may be a transport document or warehouse warrant. He may assist the 


buyer, at the latter“s request and, cost in obtaining other documents that may be required. 


The buyer should arrange for taking delivery of the goods at the frontier. He 
should obtain import license and pay import duties, taxes and fees that may be required 


for this purpose. 
Documents to be submitted by the seller are: 


Document of transport or ware house watrant, 


E 


Invoice, and 
Other documents as required by the buyer. 
DDP - Delivery Duty Paid (named place of destination) 


While the term “Ex Works” signifies the sellers minimum obligation, the term 
“Delivered Duty Paid” when followed by words naming the buyer‘‘s premises, denotes 
the other extreme — the seller's maximum obligation. The seller has to do all that is 
necessary to place the goods at the premises of the buyer. He has to prepare the goods, 
pack them, arrange for the internal transportation, comply with the export and import 
formalities, arrange for the internal transport in the buyer“s country and ultimately place 
the goods at premises of the buyer. Till that time the risk in the goods also rests with the 
seller should provide the buyer with a customary document of transport warehouse 
warrant, dock warrant, delivery order or the like, as the case may be, to enable the buyer 
to take delivery of the goods. The seller retains the risks of the goods till they reach 
destination. The seller should reimburse the buyer for any assistance rendered by the 


buyer in getting import license, etc. 
The buyer's only duty is to take delivery of the goods at the destination. 


If the parties wish that the seller should clear the goods for import but that some 
of the costs payable upon the import of the. goods should be. excluded — such as value 
added tax (VAT) and/or other similar taxes. — this should be made clear by adding words 
to this effect: “Delivered Duty Paid, VAT unpaid (named place of destination)” 


Documents: 


Document of transport if required. 
Invoice, and 
_ Other documents as required by the buyer. 
DDU - Delivered Duty Unpaid (named place of destination) | 
This term is similar to DDP except that the seller*s obligation excludes payment 


of duties, taxes and other official charges payable upon importation. If the parties wish 
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Introduction| the seller to carry out customs formalities and bear the costs and risks resulting there from 


this has to be made clear by adding words to this effect. 


If the parties wish to include in the seller“s obligation some of the costs payable 
NOPE upon importation of the goods, such as value added tax (VAT), this should be made clear 
by adding words to this effect: “Delivered duty unpaid VAT paid (named place of 


destination)’. 
Documents: 
Transport document, if devil 
Invoice, and 


Other documents as required by the buyer. 


1.6 SUMMARY 


BOP resumes all the economics operations between residents and non-residents. 
It appears in the form of either a deficit or a surplus. In order to understand this deficit, 
the means of it financing are to be arranged; long-term measures to accelerate exports and 
decrease imports are to be initiated. A persistent deficit or surplus is normally considered 
an indication of weaknesses and strengths of an economy. Whereas exchange rates are 
likely to go up in the case of „surplus“ situation, their decreaseis likely to be inevitable in 


the case of the economy beset with persistent deficit. 


1.7 Keywords used in the lesson: 
Balance of payment 
INCO TERMS 


Current Account 
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1.8 ANSWERS TO CHECK YOUR PROGRESS QUESTIONS: 
1 Visible imports and exports 
Sources, uses 
NOTES 
Current 


Net foreign Investment 


Mm” bb Ww N 


Free Alongside ship 
6 Free on Board 
1.9 SHORT QUESTIONS: 
1. What do you understand by Invisible imports and exports? 
2. Give few examples for current account. | 
3. Explain briefly about the balance of payment. 
ESSAY QUESTIONS: | 
1. Discuss the importance and limitations of Balance of Payment Statement. 


2. Bring out some important INCO terms which are frequently used in International 
trade. 


1.10 Further reading 


International Trade and Export Manageent — Dr.Francis Cherunilam, Himalaya 


Publishing House 


A Text book of Foreign Trade and Foreign Exchange by B. K.Chaudhuri and 
O.P.Agarwal, Himalaya Publishing House 


Finance of Foreign Trade and Foreign Exchange by B.K.Chaudhuri, Himalaya 
Publishing House 
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UNIT - Il 


METHODS OF PAYMENTS USED IN FOREIGN TRADE 

So a pee wha a ba ee ale he aig Be Whe nels payeble 
UNIT STRUCTURE | 
2.1 Introduction 
2.2 Unit Objectives 

2.3.1 | Payment methods 

2.3.2 Marine Insurance policy 

2.3.3 Bill of lading 

2.3.4 Insurance Documents 

2.3.5 Other Documents 
2.4 Summary 
2.5 Key words used in the lesson 
2.6 Further reading 
2.7 Answers to check your progress questions 


2.8 Model Questions 


2.1 INTRODUCTION: 





In International trade, we require some knowledge about the important payment 
terms and methods of effecting payment; it would be very useful to understand the export 
financing methods and process. The credit requirement of the exporter depends to a very 


large extent on the sale terms. 


A sale contract should clearly specify when the payment will be made, where it 
will be made and how it will be made. As the payments terms are determined on the | 
basıs of the specific circumstances of the particular buyer and seller, it would be difficult 
to make any generalization about payment terms. However, there are certain standard - 


terms, which are in common use. 
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2,2 OBJECTIVES OF THIS UNIT: —— Venas 
| used in Foreign Trade 





l. to understand the various payment methods used in international trade; 
2. to know the procedures adopted in making payments in international trade, NOTES 


2.3. PAYMENT METHODS 





2.3.1.1 Clean Payments 


In clean payment method, all shipping documents, including title documents are 
handled directly between the trading partners. The role of banks is limited to clearing 
amounts as required. Clean payment method offers a relatively cheap and uncomplicated 


method of payment for both importers and exporters. 
2.3.1.2 Cash in Advance 


The most advantageous payment term from the sellers point view is the 
remittance with the order, or sometimes, before the shipment, before the shipment of 
goods. The remittance may be made by draft, cheque, mail of telegraphic transfer. Very 
seldom is an importer prepared to make cash payments in advance; out in certain cases it 
becomes necessary. For instance, advance payment may be insisted upon when goods 


ordered are those manufactured to order in accordance with the specifications of the) Check Your 


buyer. Further when the buyer is unknown to the seller or his creditworthiness is 1 un 
doubtful, the seller would like to get the payment in advance. trading on 








open 
account, the 
exporter 
obtain advance payment; but when the market is very competitive, it is very difficult tol| does not 


require 


If the seller enjoys a monopoly position or if there is a seller“s market, it is easy to 


do so. 


any 


2.3.1.3 Open Account 


Under trading on open account, the exported ships the goods with no financial 
documents to his advantage accept the commercial invoice. Under this method, 


therefore, the seller carries the entire financial burden with little or no documentary 
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Methods EN evidence. Because of the great risks associated with the open account method, it is 


used in Foreign Trade| generally restricted to cases of transactions between interconnected companies, or where 


NOTES 


the exporter and overseas buyers have has a long and well - established commercial 


relationship, and when there are no exchange restrictions that complicate the settlement. 
India exporter are allowed to sell abroad on the open account basis only with the special 


permission of the Reserve Bank of India, Normally, this permission is given only to 


foreign companies operating in India. 
2.3.1.4 Consignment sale 


Under the consignment sale, the exporter consigns the goods to his agent or 
representative in the foreign markets, who arranges for the sale of the goods and makes 
payments to the exporter. Goods consigned abroad include tea, coffee, wool, etc., which 
cannot be easily standardized. Under this method, the exporter retains the title to the 
goods until the sale of the goods is affected in the foreign market. The consignment sale 
involves a number of risks for the exporter. As no bill of exchange is involved under this 
method, the seller is not protected against default. He is also exposed to such risks as 
exchange fluctuations and the loss that may arise if the consignee is inefficient or is not 


sincere and honest. 


An Indian exporter selling goods on consignment basis must furnish a declaration 
regarding the full export value of the goods or, if the full export value of the goods is not 
ascertainable at the time of export, the value which the exporter, having regard to the 
prevailing market conditions, expects to receive on the sale of the goods in the overseas 
market. | 


2.3.1.5 Documents against Payment 


Under the D/P terms, also known as cash against documents (c.a.d), the exporter 
ships goods to the foreign buyer, but the documents giving title to the goods will be 
handed over to the buyer through the bank only on payment. Under this type of 


| transaction, until and unless the buyer makes the payment, the ownership of the goods 


remains with the seller. 
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- The exporter may obtain bank finance against D/P bills usually on with recourse| Wfethods of Payments 
basis, so that, in the event of nonpayment by the drawee the bank has recourse to the 


drawer. 


NOTES 


2.3.1.6 Documents on Acceptance 


Under the D/P method, the documents and the title to the goods are handed over 
to the buyer when he accepts the bill or exchange by signing it. The usance of the bill of 
exchange may be 30 days, 60 days or 90 days. The exporter, thus, extends credit to the 


importer for such period. Under the D/A terms, the exporter relies on the honesty and 


creditworthiness of the proven business integrity and financial standing. Banks may mb 


extend finance to exporters by purchasing the D/P bills with recourse. 2. Under the 
OS D/P method, 


the usance of 
3. Letter of Credit 
2.3.1.7Documentary Letter of Credi a the bill of 







i f j exchange may 
The documentary letter of credit covers the major part of the export business of| pe 


the world. A letter or credit is a document containing the guarantee of a bank to honour 
drafts on it by an exporter, under certain conditions and up to certain amounts. Instead of| 
being drawn on the importer, the draft is drawn on the importer“s bank. A letter of credit 
eliminates the risk for an exporter, for he will be definitely paid for his shipment 
provided, of course, that he fulfils his obligations. He, therefore, ordinarily requests the 
importer to arrange for a letter of credit from the point of view of nonpayment, an 
important advantage of a documentary letter of credit from the point of view of the 
exporter is that, immediately after the shipment of the goods, he can present the bill of 
exchange and other relevant documents and obtain payment from a bank at his own 
centre. For details of the letter of credit financing the exporter has to wait for a period of 
time-short, medium or ling-even after the shipment of goods to obtain payment from the 
overseas buyer. He has, therefore, to arrange for post-shipment finances, covering the 
period between the shipment of the goods and the receipt of payment. All the countries 
which are serious about export promotion, have, therefore, made institutional 
arrangement for the provision of both pre - shipment finance. In India, the export sector 


is regarded as a priority sector. 
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used in Foreign Trade 


. used in Foreign Trade 


Methods of Payments | 2.3.1.8. Pre - Shipment Credit 


As the name indicates, pre — shipments finance, also known as packing credit, 
refers to the credit extended to the exporter prior to the shipment of goods. Pre — 
res 3 shipment credit enables his to meet his working capital requirements for the purchase of 
raw materials and components, processing. Packing, transportation, warehousing, etc. 


packing credit is short-term finance. It is also advanced against export incentives. 


In India, pre — shipment credit is provided by India and foreign commercial banks 
which are members of the Foreign Exchange Dealer Association. The packing credit 
advances by commercial banks in India are governed by the Packing Credit Scheme of 


the Reserves Bank. The features of this scheme are: 


Check Your | 
Progress The loan is advanced only on receipt of an export order. 


3 Pre — 


PRES To obtain the loan, the exporter should deliver to the bank either a letter of credit 
finance, also 


known | established in his favour or a confirmed export order. However, where the letter of credit 


as . . . » 
or the confirmed export order is yet to be received, relevant evidence in form of a cable, 


letter etc., contains information regarding at least the value of the order, the quantity and 





particulars of goods, the date of shipment and name of the buyer. 


All the packing credit advances must be repaid from the proceeds of the relative 


export bills negotiated or from the remittance received from abroad for the relative goods. 


Packing credits are eligible for interest subsidy, normally for a period not 
exceeding 90 days, although the credits may be given for a period of 180 days for 
specified items, such as engineering goods, with the permission of the Reserve Bank of 
India. In genuine cases of delay of shipment of specified items, a further period of 90 
days may be allowed by the Reserve Bank of India. 


Packing credit is also available against certain incentives; such advances should 


be repaid by the exporter as soon as these are realized. 


In terms of the Reserve Bank directive, banks are required to provide finance. 


(which includes packing credit facilities) at a concessional rate of interest, which is 


36 


specified by the Reserve Bank from time to time. No service charges are leviable other | Methods of Payments 


then those stipulated by the Foreign Exchange Dealer Association of India. The premium 


payable to export Credit Guarantees may, however, be charges to the exporter. 


Where a letter of credit or an export order is received in the name of an export 
house or any merchant exporter, an advance made even to a sub-supplier falls within the 
packing Credit Scheme. In such a case the sub-supplier should submit to the bank a letter 
from the export house/merchant exporter, giving details or export house/merchant and of 
the supply allotted, and confirming that the export house/merchant exporter will not avail 
it/him of packing credit from any other source on the quantity so allotted. Since export 
bills are negotiated in the name of the export house/merchant exporter, will not avail 
it/him of packing credit from any other source on the quantity so allotted. Since export 
bills are negotiated in the name of the export house/merchant exporter, will not avail 
it/him of packing credit should be made by inland letter of credit opened by the export 
house/merchant exporter in favour of the sub-supplier, or proceeds of bills drawn by the 
sub-supplier on the export house/merchant exporter. Sieve the bill on the export 


house/merchant exporter is not accompanied by a bill of lading, a certificates should be 


made by inland letter of credit opened by the export house/merchant exporter in favour of | 


the sub-suppliers, or by proceeds of bill on the export house/merchant exporter is not 
accompanied Ys a bill of lading, a certificate should be obtained from the export 
house/merchant exporter for every quarter, stating that the goods have actually been 
exported. 


An undertaking from the sub-supplier shall be obtained that any advance payment 
received towards the supply of goods would be adjusted to the packing credit. 


2.3.1.9 Post-Shipment Finance 


As has already been mentioned, the international market is, by and large, very 
competitive, and the extension of credit Peline: to the buyers is one of the important 
determinants of the expansion is the export business. Most exporters are not in position 
to extend credit to overseas buyers. To promote the export business, therefore, the 


burden of credit should shifted from the exporters by either the financial institutions 
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Check Your 
Progress 

4. Under the 
Buyer“s Credit 
system, credit 


is extended to 
overseas buyer 
by 





or by extending credit to the 
exporters to enable them to extent credit to their buyers. Accordingly, financial 


institutions provide buyer“s credit, line of credit, and supplier“s credit. 


Supplier’s Credit 


Under the Buyer's Credit system, credit is extended to overseas buyer by either a 


financial institution or a consortium of financial institutions. This credit enables the 
buyer to pay for the goods he imports, if the financial institution that provides the buyer's 
credit is located in the exporters country. The loan does involve a transfer of funds from 
the Supplier“s country to the buyer“s country; the exporter may obtain the payment 
directly from the financial institution on presentation of the relevant export documents. 


Buyer“s credit is generally advanced for capital goods. 


2.3.1.10 Line of Credit 


When a number of buyers are involved, instead of negotiating credits with each 


one, the financial institutions in the suppliers country may extent a line of credit of a 


financial institution in the buyer's. county which, in turn, will disburse the credit to the 


ar 


buyers in respect of approved transaction. Apart from avoiding the problem of dealing | 


with several individual transactions, the great advantage of the line of credit is that the 
responsibility for judging the creditworthiness of the buyers is shifted to the financial 


institution in the buyer“s country. 
2.3.1.11. Shorts-Term Finance 


Short-term post-shipment credit is usually provided by the commercial banks, 
mainly by negotiating documents under letter of credit, by purchasing D/P bills, by 
lending against export bills tendered for collection abroad, and by advancing money 
against such receivables as export incentives like cash assistance, refund of excise and 


customs duty and reimbursement of the -differentials between indigenous and 


international prices of certain raw materials. 
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-2.3.1.12 Medium and Long-Term Finance | | Methods of Payments 
used in Foreign Trade 


In India, commercial banks, which provide most of the short-term post-shipment 


credit, plays an important role in offering medium and long-term post-shipment fiancé. 









; ; NOTES 
The industrial Development Bank of India (IDBI) played a very important role in long- 
term post-shipment finance. It provided refinance facilities to commercial banks against 
the long-term export credit extended by them, and had a scheme for direct financial 
assistance to exporters in collaboration with approved commercial banks. The IDBI was 
also operating a Buyer“s Credit Scheme for the promotion of capital goods exports from 
India. Under this scheme, it provided credit to eligible foreign buyers for the purchases Check Your 
of goods from India. Progress 
| 5. Export 

With the establishment of the Export Import (EXIM) Bank in 1982, export credit a Ba ce 

functions performed by the IDBI were transferred to the EXIM Bank. was 
established in 

2.3.2 MARINE INSURANCE POLICY the year 





2.3.2 Marine Insurance Policy: 
2.3.2.1 Meaning and Need 


The safe conduct of the goods from the time it O the exporter“s godown and 
till it reaches the warehouse of the importer is what all parties in the transaction pray for. 
It depends upon the safety of the good during the voyage as well as the safety of the 
vessel that carrier the goods. The loss of or damage to goods during the voyage would 
affect any one or more parties involved the transaction; vide, the importer, the exporter, 
the shipping company and the bank a which has paid against the documents covering the 
goods. Marine insurance offers the desired cover against loss of or damage to the goods 
during the transit. It allows a free flow on international trade by absorbing an important 


uncertainty connected with it. 


In India marine insurance is governed by the Marine Insurance Act, 1963. 


Section 3 of the Act defines a contract of marine insurance as “an agreement whereby the 


39 


Methods of Payments 


insurer undertakes to indemnify the assured, in the manner and to the extent thereby 


a cai agreed, against marine losses, that is to say, the losses incidental to marine adventure” 


NOTES 


Check Your 
Progress 
6 Define 


Marine 


Insurance. 





2.3.2.2 Scrutiny of Bills Drawn under Letter of Credit 


Bills under a letter of credit may be received for negotiation from a customer of 
the bank. Bills may also be received from a person other than the customers of the bank, 
where the credit is restricted to it or it is named the paying banker under the credit is 
restricted to it is named the paying banker under the credit While negotiating documents 
under a letter of credit, the bank will adhere to the principle of strict compliance. That is, 
the documents presented should agree with the ‘stipulation of the credit in: toto. Non- 
compliance with the terms of the credit, however minor such discrepancy may be, would 
provide a ground for the issuing bank to reject the documents and refuse payment under 


the credit. 


When approached to negotiate document under a credit, the bank should verify 
the credit itself to see that it is valid (i.e., it has not expired); that it attaches no onerous 
clauses on the negotiating bank and that payment is not made conditional. It should 
verify individual documents tendered and satisfy that they are in agreement with the 
terms of the credit. Any alteration in the document should have been authenticated. 
Further it should scrutinize documents inter se (i.e., one with the other, like bill of lading 
with invoice) to see that there is no discrepancy. The common discrepancies that may be 


found in the documents tendered under a letter of credit are listed below: 
The discrepancies listed are by no means exhaustive. 
Bill of exchange 


The bill is drawn on the importer instead of on the issuing bank as required in the 


credit. 
Reference to the letter of credit is missing. 


Tenor of the bill is different from that required under the credit. 
| 4 
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Interest clause is missing, where stipulated. Methods of Payments 
| | used in Foreign Trade 

Amount in words and figures differs. 
In case of usance bill, it is inadequately stamped/unstamped. NOTES 
The name of the party is mis-spelt. 
It is not drawn/signed by the beneficiary of the credit. 
The bill is not drawn payable/endorsed to the bank. 

2.3.2.3 Invoice 


The invoice is not addressed to the importer. 


The amount exceeds the limit under the credit or the unit price exceeds that 


mentioned in the credit. 
The amount differs from that mentioned in the bill of exchange. 


The details of the cost, insurance and freight and other charges are not shown 


separately where it is required under the credit. 
The description of the goods does not agree with the description in the credit. 


The number o packages/quantity differs from the credit requirements. The 
difference may be with respect to the quantity or number of packages mentioned 


in the bill of lading also. 

Invoice is not certified as correct/signed by the exporter. 

It does not certify the origin of goods, where a certified invoice is required. 
Any other certification required by the credit is not furnished with the invoice. 


Reference to the import license number as required by the credit is missing. 
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NOTES 


The markings, etc. differ from that appearing on the bill of lading. 
Charges not permitted by the terms of contract are included. 


The number of copies is less than the number required. 


2.3.3 Bill of Lading 


The full set of negotiable copies of bill of lading is not submitted. The bill of 


lading would mention the number or copies issued. All copies are to be submitted. 


Bill of lading is clause. 


Bill of lading is not manually signed by the master or an authorized agent of the 


shipping company (rubber stamp to acceptable). 

The number of packages/weight differs from that in invoice. 

Bill of lading is issued by forwarding agents. 

Bill of lading does not indicate that goods have been received onboard the ship. 
Bill of lading indicates that goods are carried on deck. 


Where the credit is on CFR of CIF basis, freight payable bill of lading is 
submitted instead of freight paid bill of lading. | 


Bill of lading is drawn with the importers consignee instead of the exporter. 
It is not endorsed in blank or in the name of the bank as required. 
The bill of lading is dated subsequent to the latest date of shipment. 


Bill of lading is presented after undue delay. That is, it is presented after the time 
allowed in the credit or, where there is no provision in the credit it is presented 


after 21 days from the date of issue. 


Bill of lading indicates transshipment when it is not allowed under the credit. 
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Description of goods does not agree with the invoice. | Methods of Payments 
| used in Foreign Trade 


Port of shipment and port of destination do not agree with the stipulations in the 
credit. 

| | NOTES 
Bill of lading is issued under a charter party. 

Bill of lading indicates a third party as shipper when it is prohibited by the credit. 


The notation „on board“ on a received for shipment bill of lading is no 


- Check Your 
Progress 


authenticated by the carrier or his agent. 


2.3.4 Insurance Documents II 7 Bill of 
lading is to be 







The amount covered is low. The minimum coverage should be for CIF value plus || presented 
| within 
ten percent. days from the 


| date of issue. 
Insurance is expressed in a currency other than the one in which the credit is 
drawn. | 
Risk covered does not agree with the requirements of the credit. 
Insurance does not cover the entire voyage. 
Description of goods and shipping marks do not agree with the invoice. 
The name of the vessel indicated differs from that in the bill of lading. 
Insurance policy is not endorsed in blank. 
Insurance certificate is not countersigned by the shipper. 
Insurance policy is dated later than the date of bill of lading. 


The place of settlement of claims differs from that in the letter of credit. 


Insurance policy is not in negotiable form. 
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- NOTES 


It ıs not properly stamped. 

Where more than one negotiable copy is issued, all höher i bt submitted. 
Transshipment risk not covered, while Get allows transshipment. 

Cover note is submitted when credit insists on policy. 


2.3.5 Other documents 


The document tendered is not issued by the authority specified in the letter of. 


credit. 

The little document differs from that required. 

The description of goods differs from that in the invoice/credit. 
Certification/Declaration, if any required by the credit is not made. 


2.3.5.1 Dealing with Discrepancies in Documents 


When the bank is satisfied that the documents tendered under a letter of credit 
satisfy the requirement of the credit, they may be negotiated and amount paid to the 
customer. Where the documents tendered under a letter of credit show some 
discrepancies, the bank would point out such discrepancies to the exporter and ask him to 
Re them rectified. This would be possible if the discrepancies are in the documents 
prepared by the exporter himself. For example, if the description of goods in the invoice 
differs from that in the letter of credit, the exporter can suitably alter the invoice and 


resubmit to the bank. 


A 


The discre fe documents may be such that they cannot be rectified by 





the exporter. For instance, the bill of lading is clause or a shipment is later than that 
allowed in the credit. Where the discrepancy cannot be rectified the bank may elect to 
negotiate depending upon (i) the nature of the discrepancy, (ii) the worth of the party, (iii) 


the experience of the bank in handing documents relating to transactions between the 
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exporter and the particular importer in the past. PaO upon these factors, the| Methods of Payments 


| F Trade 
alternatives available to the bank are: used in Foreign 


Confirmation of opening Bank Account 

| | NOTES 
It may intimate the credit opening bank of the discrepancies and seeks their 
confirmation. The opening bank will, in turn, consult the intimate the negotiating bank 
its permission to negotiate the bill. When such permission 1S received, it amount the 
amendment of the credit to the effect, but only in respect of the particular transaction and, 
therefore, the bank can negotiate the documents. If the exporter wants the money 
- urgently, the list of discrepancies may be sent and the reply sought by the exporter. Will 
seeking ‘confirmation by cable or letter, the bank should take care to include all the 


discrepancies found precisely and completely. 
2.4 SUMMARY 


Even where the confirmation of the opening’bank is sought by cable, it takes some time 
to get it. If the party is in urgent needs of funds and cannot wait and the bank“s rating of 
the customer is high, the documents may be negotiated under PE That is, the 
documents are negotiated by the bank on the understanding that if the documents are not 
accepted by the opening bank and the negotiating bank is not reimbursed, the negotiating 
bank shall have the right to receive bank the amount paid to the exporter along with. 


2.5 KEYWORD USED IN THE LESSON 
Payment methods in foreign trade 
Letter of credit 
Marine insurance policy — 
2.6 ANSWERS TO CHECK YOUR PROGRESS QUESTIONS; 
1 Any document 
2 30 to 90 days 
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NOTES 


3. Packing credit 
4 Financial institutions 


5 1982 


6 Section 3 of the Act defines a contract of marine insurance as “an agreement 
whereby the insurer undertakes to indemnify the assured, in the manner and to the extent 


thereby agreed, against marine losses, that is to say, the losses incidental to marine 


adventure” 
7 21 days 
2.7 Model questions 


. What is clean payment? 
. What do you understand by consignment sale? 


l 
2 
3. Explain Documents Against Payment. 
4. Briefly explain about Bill of lading. 

5 


. Explain about Post-shipment finance. 


2.8 ESSAY QUESTIONS: 

1. Describe the various payment methods followed in International Trade. 

2. Explain in detail about Marine Insurance policy. 

3. Bring out the various insurance documents to be opada in International Trade. 
2.9 FURTHER READING | ur. 


International Trade and Export Manageent — Dr Francis Cherunilam, Himalaya 
Publishing House 


A Text book of Foreign Trade and Foreign Exchange by B.K.Chaudhuri and 
O.F.Agarwal, Himalaya Publishing House 


Finance of Foreign Trade and Foreign Exchange by B.K.Chaudhuri, Himalaya 
Publishing House | 
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TYPES OF LETTERS OF CREDIT 
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NOTES : 
3.1 Introduction ; 


3.2 - Unit Objectives 


33 Payment, Acceptances and Negotiation Credits | 
3.4 __ Revocable and Irrevocable Credits 

3.5. Confirmed and Unconfirmed credits 

3.6. With Recourse and Without Recourse Credits 
3.7 Fixed and Revolving Credits 

3.8 — Transferable Credits 

3.9  Back-to-Back Credits 

3.10 Red Clause and Green Clause Credits 

3.11 Standby Credits. 


3.12 Bill of Exchange 

3.13 Financing of foreign trade 

3.14 Role of Commercial Bank 

3:15 Summary 

3.16 Key words used in the lesson 

3.17 Answers to check your progress questions 
3.18 Model Questions 


3.19 — Further reading 
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Types of Letters of | 3.1 INTRODUCTION 


NOTES 


Credit 









A letter of credit may be a clean credit or a documentary credit. A documentary 
credit requires the documents of little to goods and other documents to accompany the 


bill drawn under the credit. No such documents are necessary for a clean letter of credit. 


Under a clean letter of credit, the documents of title to goods (bill of lading, for 
example) are dent by the exporter to the importer direct. Only the bill of exchange drawn 
on the importer is offered to the bank for purchase. Neither the exporter nor the bank 
retains control over the goods covered by the transaction. For the bank it remains an 
unsecured advance. For this reason, clean letter of credit is normally not found in 
commercial transaction. They are used for transfer of funds between banks. In 


exceptional cases they may be accepted from first class customers. 


Almost all-commercial letters of credit (issued for financing foreign trade) are 
documentary credits. Therefore, the UCP deals only with documentary credits. A 
documentary credit may be classified under the following types depending upon the 
particular provisions it contains: 

Payment, Acceptances and Negotiation Credits 

Revocable and Irrevocable Credits 

Confirmed and Unconfirmed credits 

With Recourse and Without Recourse Credits 

Fixed and Revolving Credits 

Transferable Credits 

Back-to-Back Credits 

Red Clause and Green Clause Credits 


Standby Credits. 


3.2 UNIT OBJECTIVES er 
a 


* to understand the various types of credit which are used in international trade 
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* to know the various types of bill used in payment __ | Types of Letters of 


3.3 PAYMENT, ACCEPTANCE AND NEGOTIATION CREDITS. 





Article 10 (a) stipulates: “All credits must clearly indicate whether they are 
available by sight payment, by deferred payment, by acceptance or by negotiation” 


Thus a letter of credit may be 
ie credit (or, sight payment credit); 
Negotiation credit; 
- Acceptance credit; or 
Deferred payment credit 
Payment Credit 


A payment credit provides that payment will be made to the beneficiary against 
the documents submitted by him. The documents are not accompanied by a bill of 
exchanges; if there is one, it is drawn on the paying bank. In certain countries even sight 
drafts attract stamp duty. To avoid stamp duty the parties may agree for payment credit. 


Therefore payment credits normally avoid drawing bills of exchange. 


In a payment credit the issuing bank nominates a bank in the exporters country as 
the paying bank. If the paying bank accepts its nomination, its position is that of an agent 
of the issuing bank. When the documents under the credit are presented to it, it pays the 


beneficiary. It gets reimbursement from the issuing bank for the amount paid. 
Negotiation Credit 


In a negotiation credit the documents are accompanied by a sight draft (bill of 
exchange). The bill of exchange may be drawn on the issuing bank or any other bank 


stipulated in the credit. The bank which negotiates documents under the credit purchases 
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Types of Letters of | the bill of exchange and pays the amount to the beneficiary who tenders the documents. 


Credit 


NOTES 


Check Your 
Progress 
l. Ina 
negotiation 
credit the 


documents — 
are 
accompanied 
bya- 





The negotiating bank is reimbursed by the issuing bank. 


It may be noted that 1993 Revision of UCP provider [Article 9 (b) (iv)] that a 
credit should not be issued available by drafts(s) on the applicant. If the credit 
nevertheless calls for drafts(s) on the applicant, banks will consider such draftg(s) as an 
additional document. This provision stresses the point that the obligation to pay under a 


letter of credit is primarily that of the issuing bank. 


Article 10 (b) provides that unless the credit stipulates that it is available only 
with the issuing bank, all credits must nominate the bank which is authorized to 
negotiate. In a freely negotiable credit, any bank is a nominated bank. Thus the 
negotiating bank may be specifically nominated by the credit; or any bank where the 


credit is freely negotiable. | | : nr Fe 
Restricted Letter of Credit 


The issuing bank may restrict the negotiation of documents under the letter of 
credit to a specified bank in the exporters country. The letter of credit contains a 
provision: Negotiation under this credit restricted to Bank (name of the bank). The 
exporter may submit the documents for negotiation to the bank specified in the credit. If 
the exporter“s bank is not the negotiating bank under the credit, it may still purchase the 
document, depending upon the credit enjoyed by the customer with his bank. The 
exporter“s bank which purchases the documents has to Ale negotiating bank, to whom the 


credit is restricted, to obtain payment. 


Where a letter of credit is restricted to another bank, the exporters bank does not 


readily agree to purchase the documents under the credit because 


(i) it is not a foreign exchange transaction for the bank; it has to present the 


documents to the bank nominated in the credit and obtain payment in Indian rupees; 


(1) it is not a negotiating bank and, therefore does not enjoy the privileges of 


negotiating bank under Uniform Customs and practice. 
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Restriction of letter of credit may be resorted to by the opening bank: under Types of Letters of 
instructions from the applicant of the credit, or it may be done to confine business to a ius ig 
favored bank (or the same group or a correspondent bank). If the beneficiary wishes to 
negotiate the documents through his own banker, he may require suitable amendment of NOTES 


the credit removing the restriction. 


ae Open Letter of Credit: The letter of credit contains an open invitation to bank to 
negotiate documents under the credit. The commitment of the issuing bank may read as | 
follow: “We hereby engage with drawers and/or bonatide holders that drafts and 
negotiated in conformity with the terms of this credit will be duly honored on 


presentation”. 
Acceptance Credit 


An acceptance credit calls for a usance bill of exchange of a specified period to be 
drawn under the credit. For instance, the leer of credit may require the exporter to draw | 
“90 days“ bill. The advantage under an acceptance credit is that the buyer needs not pay 
immediately; he pays only on the due date of the bill. The seller gets the bill accepted by 
the bank and, in case he is in need of funds, discounts it with his baak. Thus the seller 
can also get payment immediately. The duty of the issuing bank under this a is not 


only to see that the bill is accepted but also to ensure payment on maturity. 





If the bill is drawn on the accepting bank in the exporter“s country, the accepting 

bank will accept the bill and return it to the beneficiary. The documents are forwarded to 

- the issuing bank. If the beneficiary is in need of funds he may discount the bill with any 
other bank or finance house. Since it is banker“s acceptance, the bill will be discounted 


readily by other banks and at favourable rates. 


On receipt of documents, the issuing bank will deliver them against Trust Receipt 
or on clean basis. It may also hold them until the steamer arrives, arranges clearance and 
then stores the goods under it control. A loan against pledge of goods may be repaid by 


the sale proceeds of the goods. 
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NOTES 


Credit 


A deferred payment credit carries an undertaking of the issuing bank to pay or to 
arrange for payment on the date(s) determinable in accordance with the stipulations of the 
credit. It is like an acceptance credit with the exception that no drafts are drawn. It is 
thus considered inferior to acceptance credit from the beneficiary's point of view because 


he does not get a banker“s acceptance which he could discount and raise finance. 


Deferred payment credit may be used where the beneficiary wishes to allow the 
importer time to pay for the documents. The documents will be delivered to the importer 
immediately. This type of credit is also used to finance import of plant and machinery 
and capital goods on deferred payment basis. The exporter in such cases can ask the 


importer to- 


Effect remittance of the agreed advance payment, and to submit a „Deferred 


Payment Guarantee“ from his bank for the deferred installments, or 


Open a deferred payment letter of credit providing for advance payment against 


shipping documents and payment of deferred installments as and when due. 


Deferred payment letter of credit is easier to operate and, therefore, the exporter may 


prefer this to deferred payment guarantee. 


3.4 REVOCABLE AND IRREVOCABLE CREDIT 





A credit may either (i) revocable, or (ii) irrevocable. The credit should therefore 


clearly indicate whether it is revocable or irrevocable. 


A revocable credit is one which can be cancelled or amended by the issuing bank 
at any time without prior notice to the beneficiary. The cancellation, or amendment, 
however, takes effect against the bank which has negotiated bills under the credit only on 
receipt of notice of such cancellation, or amendment. The issuing is liable for bills 
negotiated conforming to the terms and conditions of the credit before the notice or 


revocation is received by the negotiating bank. 


32... 


Since there is no definite’ undertaking by the issuing bank in a revocable credit, Types of Letters of 
there 1 is not much of. a benefit under the credit to the exporter. If the credit is advised to Ven 
him by the opening bank direct, it ma be cancelled by the issuing bank at any time 
without prior notice. Therefore, till he receives payment from the issuing bank the NOTES 
exporter is not sure whether the credit is current. He would find it difficult to negotiate 
the bill with any bank in his country. The bank in the exporter“s county is not aware if 


the credit is cancelled and hence would be reluctant to negotiate the bill. 


If credit is advised through a bank, generally there would be a clause under which 
the issuing bank binds itself liable to reimburse the negotiating bank on any bills 
negotiated before the notice of cancellations is received by it. Therefore, such bills have 
better reception from the negotiating banks. Still the exporter has the risk that the credit 
may be cancelled at any time after he procures the goods but before he presents the bill 


for negotiation.: 


A revocable credit does not confer the benefit that an exporter expects when he 
requires a letter of credit to be opened in his favour, viz., assured payment when he ships 


the goods. The exporter agrees to a revocable letter of credit only when he has to choose 
Article 8 


Check Your 
A revocable credit may be amended or cancelled by the issuing bank at any moment and Progress 
without prior notice to the beneficiary. 2A revocable 
| credit can be 


cancelled or 


However, the issuing bank is bound to reimburse another bank with which all amended by 
revocable credit has been made available for sight payment, acceptance or negotiation — the 

for such payment, acceptance or negotiation made by such bank prior to receipt by it of 
notice of amendment or cancellation, against documents which appear on their face to be 


in compliance with the terms and conditions of the credit. 


A revocable credit indicates its nature by a specific clause, addressed to the advising 


bank, on the following lines: 


When advising the beneficiaries kindly make it clear to them that credit is 





revocable and therefore subject to cancellation. We hereby undertake to reimburse you 
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) i it prior to your 
Types of Letters of | for all drafts honored by you in accordance with the terms of the, credit prior to y 


NOTES 


Credit 


receiving notice of cancellation. 


An irrevocable credit constitutes a definite undertaking of the issuing bank to 
accept and/or to pay bills drawn on it or another bank or make payment (without a bill) 
provided the terms and conditions of the credit are complied with. An irrevocable credit 


can neither be amended nor cancelled without the agreement of all parties concerned. 


Under an irrevocable letter of credit, the exporter can be safe with the knowledge 
that the bills drawn under the credit will be honored by the issuing bank provided the 
conditions of the letter of credit are fulfilled. Any amendment or cancellation of credit is 
not effective unless the exporter also consents to such an amendment or cancellation. 


Bills drawn under an irrevocable credit are readily negotiated. 


The difference between a revocable credit and an irrevocable credit is quite clear. 
While a revocable credit can be cancelled or modified without the consent of the 


exporter, it is not possible in the case of irrevocable credit. 


If the credit does not indicate whether it is revocable or irrevocable, it shall be 


deemed to be irrevocable. 
[Article 6(c)] 


Prior to 1993 revision of UCP such credit were treated as revocable. 


[Article 9 (a) 


An irrevocable credit constitutes a definite undertaking of the issuing bank, 
provided that the stipulated documents are presented to the nominated bank or the issuing 


bank and that the terms and conditions of the credit are complied with: 


If the credit provides for sight payment — to pay on the maturity date(s) 


determinable in accordance with the stipulations of the credit; 


If the credit provides for acceptance: 
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By the issuing bank — to accept and pay maturity draft(s) drawn by the beneficiary | Tynes of Devers of 


on the issuing bank in the event the drawee bank stipulated in the credit does not accept Credit 
draft(s) drawn on it, or to pay draft(s) accepted but not paid by such drawee bank at 
maturity. | | ER 


| Of the credit provides for negotiation to pay a without resource to drawers and/or 
bonafide holders, draft(s) drawn the beneficiary and/or document(s) presented under the 
credit. A credit should not be issue available by draft(s) on the applicant; banks will 


consider such draft(s) as an additional document(s). 
Amendments to Credits 


Let us see what an amendment of the credit is. After a credit has been issued it 
may be felt necessary to alter some of the stipulations of the credit or delete some or add 
some more. All these modifications are communicated through the same bank that 
advised the credit. The credit issuing bank intends that all the amendments from an 


integral pat of the original credit issued. 


The issuing bank shall be irrevocably bound by an amendment issued by it from 
the time of issuance of such amendment [Article 9 (d) (ii)]. However, the beneficiary 
may elect not to accept the amendment in which case the liability of the issuing bank 
remains as per the credit originally advised. The terms of the original credit will remain 
in force for the beneficiary until the beneficiary communicates his acceptance to the 


amendment to the bank advised such amendment [Article 9 (d) (iii)]. 


The beneficiary should give notification of acceptance or rejection of amendment. 
If the beneficiary fails to give such notification, the tender or documents to the nominated 
bank or issuing bank, that conforms to the credit with amendment, will be deemed to be 
notification of the acceptance by the beneficiary of such amendment. and as of that 
moment the credit will be amended... [Article 9(d) (iii)].. By implication, if the 
beneficiary without giving notification tenders documents conforming to the original 


credit, it will be deemed to be his rejection of the amendment. 
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NOTES 


Credit 


One advice of amendments may contain more than one: factor. For instance, 
Amendment No.1 to a letter of credit may (a) increase the amount from $5,000 to 
$5,5000 and (b) expiry date of the credit revised from 11-11-1993 to 10-10-1993. The 
beneficiary should either accept both (a) and (b) or reject both. Partial acceptance of the 
amendment contained in one and the same advice of amendment is not allowed and 
consequently will not be given any effect [Article 9 (d) (IV)]. Thus the beneficiary 
cannot accept (a) and reject (b). However, the beneficiary has the right to accept on 
amendment and reject another. Thus he may accept Amendment No.1 issued on 25-02- 
1993, but reject Amendment No.2 issued on 27-02-1993. 


If bank uses the services of an advising bank to have the credit advised to the 
beneficiary, it must also use the services of the same bank for advising and amendment 


[Article 11 (b)]. 


3.5 CONFIRMED AND UNCONFIRMED CREDITS 





When a letter of credit is advised to the beneficiary through a bank in the 
beneficiary“s country, it may request the other bank to add its confirmation or merely 
advise the credit to the beneficiary without adding its confirmation. If the advising bank 
adds confirmation to the credit, it becomes a confirming bank and the credit a confirmed 


credit. 


Confirmation is a definite undertaking of the confirming bank, in addition to the 
undertaking of the issuing bank, to accept and/or pay bills or make payment (without 
bills) provided the term and conditions to the credit are satisfied. When the advising 
bank confirms a credit, it undertakes to negotiate bills drawn under the credit without 


recourse to the drawer. 


All confirmed credits are also irrevocable letters of credit. It is so because no 
bank in the exporter“s country would be willing to undertake a liability on a revocable 


credit on which there is no definite undertaking by the issuing bank. 


A confirmed irrevocable credit is the best form of credit available to the exporter 


as it has the following added advantage: 
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It insures the exporter not only against the failure of the importer but that of the Types of Letters of 
issuing bank also. Though a letter of credit bears the superior credit of a bank in the (Credit 
importers country, the exporter may not know the financial standing of the issuing bank. 


When the credit is confirmed by a bank, which he knows well, he is more secure. NOTES 


It also saves the beneficiary from changes in the Government policies or 
disturbances in the political situation of the importer“s country. Irrespective of these 


changes the beneficiary is assured of payment by the confirming bank. 


When the advising bank does not add its confirmation, but merely forwards the 
credit to the beneficiary, the credit remains unconfirmed. The advising of the credit 
through a bank serves in such a case to get the signature of the issuing bank on the credit 
authenticated by the advising bank. There is no additional undertaking by the advising 
bank. 


The advising bank will add its confirmation only when there is a specific request 
from the issuing bank. It will not do so solely at the request of the beneficiary. The 
request from the issuing bank to add confirmation may be in the credit itself or in the 
covering letter. Unless the issuing bank specifies otherwise in its confirmation, 
authorization or request, the advising bank will advise the credit to the beneficiary 


without adding its confirmation [Article 9 (ce) (1)]. 
[Article 9 (b) 


A confirmation of an irrevocable credit by ancien bank (the confirming bank 
upon the authorization or request of the issuing bank, constitutes a definite undertaking of 
the confirming bank, in addition to that of the issuing bank, provided that the stipulated 
documents are presented to the confirming bank or to any other nominated bank and that 


the terms and conditions of the credit are complied with: 
If the credit provides for sight payment — to pay at sight; 


If the credit provides for deferred payment — to pay on maturity date(s) 


determinable in accordance with the stipulations of the credit; 
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By the confirming bank — to accept draft(s) drawn by the beneficiary on the 


confirming bank and pay them on maturity, or 


By another drawee bank — to accept and pay at maturity draft(s) drawn by the 
beneficiary on the confirming bank, in the event the drawee bank stipulated in the credit 
does not accept draft(s) drawn on it, or to pay draft(s) accepted but not paid by such 
drawee bank at maturity; 


If the credit for negotiation-to negotiate without recourse to drawers and/or 
bonafide holders, draft(s) drawn by the beneficiary and/or document(s) presented under 
the credit. A credit should not be sed avalible by draft(s) on the applicant. If the 
credit nevertheless calls for draft(s) on the applicant, banks will consider such draft(s) as 


an additional document(s). | 


The request for confirmation would normally come from the correspondent bank 
which opens the letter of credit. The consideration for confirmation is the charges which 
it can recover from the issuing bank. But by confirming a credit, the bank assumes an 
independent liability for the reimbursement of which it has to rely on the opening bank. 
Therefore, each bank assesses its other correspondent bank and places a limit up to which 
it confirm the credit is issued by the other bank. When a request for confirming a specific 
letter of credit is received, it should assess the position taking into account the limit 
sanctioned for the credit issuing bank, the country risk (political and economic situation 
in the country issuing the credit), the trade environment, the beneficiary, etc. If the bank 
is not prepared to add its confirmation, it must so inform the issuing bank without delay 


[Article 9 (c) (i)]. 


‘The confirming bank will not'be bound by any amendment not routed though it. 
If an amendment to credit is advised to the confirming bank, it is up to the bank to accept 
or reject it. When a confirmed credit is amended, the confirming bank may extend its 
confirmation to the amendment and shall be irrevocably bound as the time of its advice of 
the amendment. A confirming bank may, however, choose to advise an amendment to 


the beneficiary without extending its confirmation and if so, much inform the issuing 
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bank and the beneficiary without delay [Article 9 (d) (ii)]. Forwarding the amendment bY |Types of Letters of 


the confirming bank is taken to signify its acceptance of the amendment. Credit 


As per Article 2, branches of a bank in different countries are considered another 
| ‘ i NOTES 
bank. Hence a letter of credit opened by a bank can be confirmed by its branch in the 


exporters country. 


3.6. WITH RECOURSE AND WITHOUT RECOURSE CREDITS 





The bill of exchange drawn under a letter of credit may indicate that it is drawn 
without recourse to the drawer. Unless the credit authorizes drawing a „without recourse“ 


bill of exchange, it is not proper to present such a bill of exchange. 


A bill of exchange is only one of the documents drawn under the letter of credit 
and cannot be discussed in isolation of the legal import of the credit. Therefore, to 
understand the utility of drawing a „without recourse“ bill of exchange, we should first 
know the recourse available to the parties involved, viz., the negotiating bank, confirming 


bank and the issuing bank. 


The exporter“s intention in drawing a without recourse bill of exchange is to 
ensure that in case the documents are rejected by the issuing bank or payment is not made 
by the issuing bank for any reason, he should not called upon to pay bank the amount he 


received earlier on negotiation of documents. 


As per Article 9, under an irrevocable letter of credit, both the issuing bank and 
confirming bank are required to negotiate documents without recourse to the drawers 
provided the documents tendered are in conformity with the terms of the letter of credit. 
Therefore, if the document tendered by the beneficiary is in conformity with the credit 
terms, there is no need to draw the bill without recourses if the credit is confirmed. 
Normally the documents are not sent by the beneficiary directly to the issuing bank; he 
negotiates them with a bank in his country. In the case of confirmed credit, the 
confirming bank“s undertaking is to honour bills without recourse and, therefore, the 
beneficiary is safe, irrespective of what transpires between the confirming bank and the 
issuing bank. 
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Credit | «edit and negotiation credit. In a payment credit, the paying bank acts as an agent of the 


NOTES 


If the letter of credit is unconfirmed, the situation differs between a payment 


issuing bank. If the documents are accepted by it as conforming to the terms of credit, it 


has recourse against the drawer. If it wants to have recourse, it should pay under reserve, 
i.e., reserving the right to get back the money from the beneficiary if the documents are 
rejected by the issuing bank. Gutteridge and Megrah opine that the position should be the 
same in the case of a restricted letter of credit because the negotiating bank in that case is 


also acting as an agent of the issuing bank. 


The position is different in the case of a negotiation credit which contains an open 
invitation for any bank to negotiate. In such a case, the negotiating bank acts on its own 
and is, therefore, a principal vis-a-vis the beneficiary. The condition under Article 10 that 
bank should negotiate without recourse does not apply to a negotiating bank. Therefore, 
if the negotiating bank is not reimbursed by the issuing bank, it can have recourse against 
the beneficiary for whom it has negotiated the bill. Similarly, “where the documents, 
apparently what they should be, are in fact not and the beneficiary (not fraudulent) is 
himself responsible for the discrepancy, the bank should be able to recover the money he 
has paid against them as paid in mistake of fact, unless he has expressly contracted not to 


have recourse”. 


But there is a difference between the credit being a „without recourse credit“ and 
drawing the bill of exchange ,,without recourse“. Where a bank is willing to waive its 
recourse it usually does so not by authorizing the beneficiary to draw without recourse 


but by the intimation that the credit is „without recourse“ credit. 


Gutteridge and Maurice Megrah state: “The beneficiary man” exclude liability by 
signing his draft ,,without recourse“, but this is a defense only on the draft. If the 
documents are in order this drawer will in such circumstances be free from recourse 
altogether. But irregularity in the documents tendered will vitiate the intermediary 
banker“s promise or offer to negotiate and the drawing ,,without recourse“ will be of no 


avail. 
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“The advantage of restricting liability on the draft only arises where, being a |Types of Letters of 
„time“ draft, it becomes divorced from the documents and is in the hands of a transferee Sau 
for value. There is no advantage to the drawer in a drawing without recourse where both 
draft and documents remain in the negotiating banker's possession until they are NOTES 
presented to the issuing banker, except where for some reason the documents are refused 


by the latter”. This is regarding drawing the bill of exchange without recourse. 


As against this, regarding drawing the letter of credit without recourse, they state: 
“Whether or not a beneficiary is permitted do draw ,,without recourse” depends upon 
whether the buyer is willing to make provision for it in the credit — a matter to which he 
may not be indifferent. Practice varies considerably, both in regard to relieving the 
beneficiary of responsibility and to the method of doing so. For instance, some of the 
Eastern banks head their credits „Irrevocable Without Recourse Credit“, the effect of 
which has not been judicially considered, in their desire to emphasize the irrevocable 
nature of their credits, though this is not the same as authorizing the drawing of drafts 
„without recourse" but amounts to an undertaking by the issuing bank not to have 
recourse. Sometimes also Eastern banks call for drafts on the buyers ,,without recourse’, 


and authorize bank to honour the bill on a sight basis against immediate reimbursement 


by the issuing bank”. Check Your 
Progress 


3 A fixed letter 
of credit is also 
known as 


3.7 FIXED AND REVOLVING CREDITS 


A fixed or non — revolving letter of credits is one in which the limit is reduced 
permanently to the extent of bills drawn under the credit. If the limit is for Rs.10 lakhs 


only bills up to this value can be drawn under the credit. 









Under a revolving letter of credit, the limit under credit is renewed as and when 
bills drawn under it are paid, to the extent of such bills. For example, if the credit is for a 
limit of Rs.10 lakhs and if already bills for Rs.4 lakhs have been drawn under it, the limit 
available for further negotiation is Rs.6 lakhs. If, among the bills already drawn, one for 
Rs.2 lakhs is paid, the limit is reinstated to this extent and now the limit available for 


negotiation is Rs.8 lakhs. 
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A credit, as in the above example, is termed non — automatic revolving u of credit 
because the renewal of limit depends upon the receipt by the negotiating bank of payment 


NOTES advice form the issuing bank. 


A credit is an automatic revolving letter of credit where the limits are renewed at 
fixed intervals irrespective of the fact whether the advice of payment has been received 
by the negotiating bank or not. For example, the credit may stipulate that the limits are 
Rs.1 lakh, renewed by negotiation of bills for this amount every week. The total drawing 
in such cases is controlled by specifying an expiry period. The credit may be 
„cumulative“ or ,non— cumulative“. Under cumulative letter of credit, the amount 
unutilized during one period (week 0 is carried forward to the subsequent period. Under 
non — cumulative letter of credit, the amount unutilized during one period gets expired 


and cannot be utilized along with subsequent period''s quota. 


As a variant of the above the letter of credit may not specify the period, but may 


stipulate that the total outstanding at any time should not exceed a specified limit. 


A revolving letter of credit is useful where continuous transactions between the 
exporter and the importer are expected and the amount of each drawing is sought to be 


limited. - 


For exporter with a large contract spreading over a period of years, a revolving 


credit offers the following advantages: 
He need not await receipt of letter of credit every time he exports; and 


Since the same credit covers all the transactions the terms and conditions do not 


change. 
It makes it easy for him to prepare documents as required by the credit. 
Under exchange control regulations, opening of revolving letters of credit against 


import of goods into India is prohibited. However, occasionally, letters of credit may be 
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opened providing for payment against drafts at any one time within a fixed limit which is |Types of Letters of 
renewed automatically on the draft being honoured; but the aggregate drawings under the 


credit should be limited to the balance available on the import license. 


A revolving letter should be distinguished for a fixed credit available by 
installments. Where the shipment is to be effected in parts, rather than in bulk, the credit 
may stipulate the periodicity and quantity of each shipment. For instance, the credit 
opened for $ 1, 20,000 for one year covering 1,200 tonnes of the commodity, may 
stipulate that every month the shipment should be 100 tonnes at the total price of $ 1,000. 
If within this monthly quota, partial shipment can be made, it should be clearly indicated 
so the credit. Article 41 provides: “If drawing and/or shipment by installments within 
given periods are stipulated in the credit and any installment is not drawn and/or within 
the period allowed for that installments, the credit ceases to be available for that and any 


subsequent installments, unless otherwise stipulated in the credit”. 
3.8 TRANSFERABLE CREDITS 


A transferable credit is one under which the exporter has the right to make the 
credit available to third parties. The exporter may be only an intermediary who procures 


goods from the suppliers and arranges them to be sent to the importer. For example, 


Check Your 
Exporters India Ltd. May enter into an agreement for supply of handicraft and get a Progress 
transferable letter of credit in its favour. It may procure the article from different a. 
manufactures to get banking facilities for the export, Exporters India Ltd. May get the | exporter has the 
credit transferred to the manufacturers. Ta | E T 


_ A credit is transferred in the following ways: The exporter, now called the first 
beneficiary, will apply to the negotiating bank (intermediary bank) to transfer and 
establish in favour of the manufacturer (the second beneficiary) a letter of credit with the 


same terms and conditions as that of the original with the exception to the following: 


The amount of the credit may be reduced. The difference would be the profit or 


commission on the transaction for the first beneficiary. 
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Types of Letters of The validity period and date of shipment may be curtailed. For example, if the 
= | th 

ESR original letter of credit has 12'" May as the latest date of shipment and 18” May, 

respectively. The difference in time would be required by the first beneficiary to 


NOTES substitute his invoices of those submitted by the second beneficiary. 


Because the value of goods is reduced, the percentage for which insurance cover 
must be affected may be increased in such a way as to provide the amount of cover 


stipulated in the original credit. 


The negotiating bank will obtain the original credit and endorse the fact of 
transfer on it. It will then issue a credit in favour of the second beneficiary complying 
with the first beneficiary. The credit would show the first beneficiary as the applicant. 
This is done so as not to reveal the name of the importer to the second beneficiary. But if 
the name of the applicant for the credit is specifically required by the original credit to 
appear in any document other than the invoice such requirement must be fulfilled. When 
the second beneficiary ships and presents documents to the bank, the amount as per the 
credit in his favour is paid to him: The invoice of the first beneficiary is then substituted 


and the difference in the amount paid to him. 


If the first beneficiary fails to supply his own invoice of first demand by the 
negotiating bank, he has the right to deliver to the issuing bank the documents, including 


the invoice, submitted by the second beneficiary. 


As an alternative to the above arrangement, the first beneficiary may collect his 
commission directly from the second beneficiary and the transfer may be made for the 


full amount of the credit. In such cases normally no substitution of invoices by the first 






beneficiary is needed. 





The first beneficiary may request that payment or negotiation € éffectid af w 
second beneficiary at the place to which the credit has Dee transferred up to and 
including the expiry date of the credit unless, the original credit expressly states that it 
may not be made available for payment or negotiation at place other than that stipulated 


in the credit. This is without prejudice to the first beneficiary"s right to substitute 
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subsequently his own invoices and drafts for thcse of the second beneficiaries and to | Tynes of Letters of 
Credit. 








claim any difference due to him. 


Transfer of a credit is allowed only once. It may be transferred in full. For 
SE | NOTES 

example, a letter of credit in favour of A for US$ 20,000 may be transferred to B for US$ 
20,000. Of, it may be transferred in fractions up to the full limit of the credit provided 
partial shipments are not prohibited. In our example, the credit may be transferred to B 
for US$ 5,000 and to C for US$ 7,000 and balance of US$ 8,000 may be retained by A. 


But no second transfer is allowed. Therefore, C cannot further transfer it do D. 


A credit can be transferred only if it is expressly designated as transferable by the 
issuing bank. Terms such as „divisible“, „fraction able“, „assignable“ and „transmissibl 
to not render the credit transferable. If such terms are used they shall be disregarded 


[Article 48(b)]. 


Who can affect the transfer? In case of payment credit or acceptance credit, the 
paying bank or the accepting bank, as the case may be, is authorized to affect the transfer. 
In the case of a freely negotiable credit, transfer can be affected by the bank specifically 


authorized in the credit as a transferring bank. 


The transferring bank shall be under no obligation to affect such transfer except to 
the extent and in the manner expressly consented to by such bank. However, the credit 
can be transferred only on the terms and conditions specified in the original credit except 


in respect of amount, period of validity, insurance, etc., as detailed above. 


At the time of making a request for transfer and prior to transfer of credit, the first 
beneficiary must irrevocably instruct the transferring bank whether or not the right to 
refuse to allow the transferring bank to advise amendments to the second 
beneficiary(i.e.). If the transferring bank consents to the transfer under these conditions, 
it must, at the time of transfer, advice the second beneficiary (i.e.) of the first 


beneficiary”s instructions regarding amendments. 


If a credit is transferred to more than one, second beneficiary refusal of an 


amendment by one or more of them does to invalidate the acceptance by the other second 
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of Letters of beneficiary with respect to whom the credit will be amended accordingly. With respect to 


Credit) the second beneficiary who rejected the amendment, the credit will remain unamended. 


Bank changes in respect of transfers are payable by the first beneficiary unless 
otherwise specified. The transferring bank shall be under no obligation to effect the 


transfer until such charges are paid. 


Under CPC, the transferable credits are governed by Article 48. The salient 
features of the lengthy Article are included in the above discussion. 


3.9 BACK -TO BACK CREDITS 





Where the beneficiary under a letter of credit is an intermediary procuring goods 
from suppliers and likes the suppliers to get the benefit under the credit, it is done by | 
transferring the credit in favour ofthe suppliers. But transfer of the credit is possible only 
if it is authorized by the credit itself. The problems is solved by the beneficiary requiring 
his bank (who may or may not be the intermediary bank for the credit) to open another 
letter in favour of the supplier on the original credit. Such an ancillary letter of credit is 
known as the „back - to — back credit“ or „countervailing credit“ or gredit and counter 


credit“. 


A back - to - back letter of credit is often an inland letter of credit. It is different 
from the original expect credit expect that the original credit forms the security based on 
which the bank undertakes the risk under the back - to — back credit. The supplier 
(beneficiary of the back - to back credit) ships goods to the importer or supplies goods to 
the exporter and presents the documents t the bank as is specified in the credit. It is 
intended that the exporter would substitute his own documents and ship goods for to the 
importer, if necessary, and present documents for negotiation under the original credit. 


His liability under the back — to — back credit would be adjusted out of these proceeds. 


The following points may be kept in mind by the bank while opening a back-to- 
back while opening a back-to-back credit: 
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The terms and conditions of the back-to-back credit should be exactly as that of |7ypes of Letters of 


original letter of credit except for curtailment in: Credit 


The amount of credit, This leave margin of profit for the exporter; and the 
validity and shipment dates. This would leave sufficient time for the exporter to prepare MENER 
and substitute his documents and arrange for shipment to importer if the goods are 
supplied by the supplied by the supplier to him. Only then the bank can get 


reimbursement under the original credit. 


Though it is not necessary that only an intermediary bank under the original credit 
should open back-to-back credit, it would be better that such credits are opened only 
where the bank is also a negotiating bank. This would avoid the risk of the documents 
substituted by the exporter being rejected by the negotiating bank as not fulfilling the 


conditions of the credit. 
The original credit should be an irrevocable credit. 


A back-to-back credit has certain features in common with a transferable credit. 
Under both, the benefit under the credit is transferred to a third party. The documents are 
substituted by the first beneficiary under both types of credits. The possibility of the 


importer knowing the real supplier or vice versa is avoided in both cases. 


But a back-to-back credit differs from a transferable credit in the following 


respects: 


There is an authority from the issuing bank for the transfer of benefit under the 
credit in the case of a transferable credit. No such authority is there under a back-to-back 


credit. 


In a transferable credit the second credit is only an extension of the first credit. A 


bank-to-back credit has an existence independent of the original. - 


Following from the above, under the transferable credit the negotiating bank can 
submit the documents submitted by the second beneficiary to the issuing bank in case the 


first beneficiary fails to submit his own documents (i.e., invoice etc.) on first demand bay 


ae 
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letter of credit 


is known as 
contains 





the second beneficiary is not possible. 


3.10 RED CLAUSE AND GREEN CLAUSE CREDITS ih 
ee a tee ee A ee ee er 


Also known as „packing“ or „anticipatory“ credit a red clause letter ofcredit 
contains a clause printed in red, authorising the negotiating bank to grant advances to the 
exporter for the purchase and processing, packing and arranging for movement of goods 
up to the port for shipment. The advance, with interest and other charges, is recoverable 


from the bills that would be tendered under the letter of credit and only the balance would 


be paid to the exporter. 


The amount of the advance should be less than the amount of the letter of credit 
so that it remains fully secured by the obligation of the opening bank. The opening bank 
remains liable for the advance. If the exported does not tender bills by the expiry date of 
credit, the bank should serve a notice on the exporter and also intimate the opening bank. 
If the advance fails the opening bank should reimburse the bank which has mad the 
advance. The opening bank can recover the amount from the importer on whose request 


the credit has been established. 


The negotiating bank is not required to supervise the utilization of the advance. 
Mere declaration from the exporter that he would be utilizing the funds for the exporters 
under the credit would be sufficient. But the bank should see that the stipulations, if any, 


in the credit regarding the advances are scrupulously followed. 


At the time of advising the credit and advancing under the credit the bank should 


take the following precautions: 


The credit rating of the issuing bank should be verified. It should be kept in mind 


that in case the advance fails recourse has to be had to the issuing bank. 


If the credit requires certain documents to be taken or goods to be charged in 
favour to the bank or drafts to be obtained on the issuing bank, such formalities should be 


completed before the advance is made. 
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If the beneficiary is not its customer, identification of the borrower is necessary |Types of Letters of 


before the advance is made. A report from the beneficiary's bank may be obtained. 


To cover exchange fluctuations the borrower may be advised to book a forward 
contract for the amount of the credit. This would help keep the advance granted fully 
covered by the amount of the credit. The amount of advance should be less than the 


amount of the credit. 


An undertaking that he would tender documents under the credit before the due 
date should be obtained from the beneficiary. 


An extension of the red clause credit is the green clause credit which not only 


permits preshipment advances but also covers storage in the name of the bank. 


Both red and green clause credits and used extensively in Australia wool trade. Check Vonr 
Progress 
3.3.9 Standby or Guarantee Credits 6 Define 


Standby 
credit. 


The US comptroller of Currency define a standby letter of credit thus: “A standby 
letter of credit is any letter of credit, or similar arrangement however named or described, 
which represents an obligation to the beneficiary on the part of the issuer: to repay money 
borrowed by or advanced to for the account of the party; or to make payment on account 
of any indebtedness undertaking by the account party; or to make payment on account of 


any default by the account party in performance of an obligation. 


eA _ Under a standby credit, also known as guarantee credit, the issuing bank assures 
Z the beneficiary that in the event of non-performance or non-payment of an obligation by 
the applicant, the beneficiary may get the payment from the issuing bank. The claim 
should be a draft accompanied by the requisite documentary evidence of non- 


performance as stipulated in the credit; 


Standby credit is a substitute for bank guarantee and is used in countries where 


issuing of bank guarantee is not allowed, e.g., Japan and the USA. 
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The use of a letter of credit in financing international trade may be illustrated with the 


following example: 


Suppose a US-based wants to purchase goods from an India seller, suppose, 
further, that the India exporter, instead of drawing directly on the US importer, requests 
him to arrange an irrevocable confirmed letter of credit. The US importer then applies to 
his bank in the USA t issue an L/C. In his application for the L/C to the bank, the 
importer will set forth the terms of sale and will mention the documents which shall 
accompany the draft, the usance, the final date of shipment, etc. if the bank is prepared to 
issue the credit, the importer will sign the L/C contract, in which he will agreed to 


reimburse the bank for all outlays and to give such security as the bank demands. 


The issuing bank will now notify its correspondent bank in the exporters place 
and will request the latter of confirm the credit to the exporter. The notifying bank will 
now inform the exporter that an irrevocable and confirmed letter of credit has been 
arranged, and will describe the terms under which the shipment must be made before the 
draft is honoured. This will make the contract binding on both the issuing bank and the 


confirming bank. 


The exporter will now ship the goods to the US buyer, draw a time draft on the 
issuing bank and may still sell the draft with documents attached to his own bank in 
India. The Indian bank will mail the draft and documents to its own correspondent bank 


‘lin the USA which, in turn, will present it to the drawee bank for acceptance. The 


accepting bank will deliver the documents to the importer, usually against a trust receipt, 


an instrument under which the bank retains title to the merchandise. 
3.12 BILL OF EXCHANGE 
Definition 


A bill of exchange is an instruction by the exporter (drawer) to the importer or the 


importers bank to make payment of the amount mentioned in it. A bill of exchange is a 


70 


negotiable instrument and is governed by the Negotiable Instruments Act in India and by |7ypes of Letters of 
similar enactments in other countries. The Negotiable Instruments Act defines a bill of cd 
exchange as “an instrument in writing containing an unconditional order, signed by the 

maker directing a certain person to pay a certain sum of money only to, or to the order of, NOTES 


a certain person or to the bearer of instrument”. 


The bill, under a letter of credit, may be drawn on the issuing bank or another 
drawee bank but not on the importer. If the credit nevertheless calls for a bill on the 
applicant, banks will consider such bills as additional documents [Article 9 (a) (IV)]. 


Types of Bills 
Sight and Usance Bills 


A bill of exchange is a sight bill (or demand bill) if the drawee is to make 
payment immediately on presentation of the bill to him. A bill is a usance bill if the 
drawee is to make payment after a period specified (say, 30 days or 60 days) in the bill 
has expired. A usance bill may be „after date“ bill or „after sight“ bill. Foran „after date” 
bill, he due date is calculated from the date appearing on the face of the bill. This may 
also be drawn after so many days from date of bill of lading or airway bill“ in which case 
the due date’will be calculated from the date appearing on the relevant bill of lading or 
airway bill. For an ,,after sight™ bill, the date is calculated from the date it is sighted, i.e., 
it is accepted by the drawee. 


In some countries, including India, for all usance bills, a grace period of three 
days is available. That is, the bill becomes payable three days after the due date 


calculated as per the usance of the bill. 
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Fig: Types of Bills of Exchange 
D/A and D/P Bills 


A usance bill may be on D/A or D/P terms. If is on D/A terms (documents 
against acceptance) the collecting bank is deliver the documents to the drawee on the 
acceptance of the bill by him. The payment will be made by the drawee on the due date 
of bill. For the period from the date of acceptance to the date of payment, the bank 
remains unsecured. If it is a D/P bill (documents against payment), the documents will be 
delivered to the drawee only on payment till which time they are retained by the bank. 


So the bank retains control over goods till payment is received. 


It may be noted that whether the bill is D/A bill or D/P bill may or may not appear 
on the bill. The indication this to this effect will be found in the instructions of the 
drawer to the bank. 


Inland and Foreign Bills 


According to negotiable Instruments Act, a bill which is drawn in India and made 
payable in of drawn upon any person in India is an inland bill. Thus an inland bill must 
fulfill both the conditions that (i) it is drawn in India, and (ii) it is payable in India or 
drawn on a person resident in India (even though payable abroad). Any bill which does 
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not fulfill either of the conditions is a foreign bill. Thus a bill drawn in India, payable at a Types of Letters of 
place outside India by a person resident outside India and a bill drawn at a place outside | "edit 


India, but payable in India are foreign bills. 


NOTES 
Foreign bills are normally drawn in sets. Section 132 of the Negotiable 


instruments Act provides: “Bills of Exchange may be drawn in parts, each part being 
numbered and containing provision that it shall continue payable only so long as the 
others remain unpaid. All the parts together make a set; but the whole set constitutes only 
one bill, is extinguished when one of the party, if a separate bill, would be extinguished. 
“The exception to this section sates that “When a person accepts or endorses different 
parts of the bill in favour of different person, he and the subsequent endorsers of each part 


are liable on such part as if it were a separate bill”> 


Normally bills are drawn in sets of two copies. Either of the copies can be 
presented to the drawee for payment or acceptance. Once payment or acceptance is made 


on one copy, the other becomes null and void. 


In international dealings, not only bills of exchange, but other documents are also 
prepared multiple copies. The documents are sent in two sets, by separate mail for each 
‚set. The first set is sent on one day and the second set may be sent on the subsequent day. 


The procedure is to avoid risk of delay/loss of documents in transit. 
Noting and Protest 


When a bill is dishonored, steps should be taken to get it noted and protested. 
Nothing and protesting by the Notary Public serves as an authentic proof of the fact of 
dishonour of the bill. 


Noting should be done within a reasonable time of dishonour. For noting, the 
dishonoured bill is again presented formally by the notary himself or by his clerk or, 
where authorized by an agreement or usage, by a registered letter. When acceptance or 
payment is refused he makes a note on the instrument. The note should contain the 
particulars of the fact of dishonour, or, if the instrument has not been expressly 


dishonoured, the reason why the holder treats it as dishonoured and the notary“s charges. 
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Credit | fact of dishonour and all other related facts. Under Negotiable Instruments Act, when a 


NOTES 


Protest is a step ahead of noting. It contains, in he from of a legal document, the 


bill is required to be protested within a specified time or before some further proceeding 
is taken,, it is sufficient that the bill has been noted for protest before the expiration of the 
specified time or the taking of the proceedings and the formal protest may be extended at 


any time therefore as of the date of noting. 


Foreign bills of exchange must be protested for dishonour, when such protest 1s 


required by the law of the place where they are drawn. 


Stamp Duty 


A bill of exchange issued in India will bear stamp duty according to the rates 
prescribed in the Indian Stamp Act. Sight bills and bills with usance up t 90 days are 
exempt from stamp duty. Usance bills for periods beyond 90 days are to be stamped at 
the rate of Rs.1.25 per Rs.1, 000 per quarter. Whether the bills drawn in India will attract 
stamp duty at the place of payment will depend upon local law prevalent there. 


When a usance foreign bill is received into India, it has to be affixed with the 
stamp duty as per the Indian Stamp Act, irrespective of the duty paid abroad. It should be 
stamped even though it was originally stamped in India. The amount of the bill, if 
expressed in foreign currency, should be converted into Indian rupees by applying the 
rate of exchange prevalent on the date of the bill. The rate of exchange for different 
currencies for this purpose announced by the government is circulated periodically to 
banks by FEDAI. For this rupee value, the bill should be appropriately stamped, before it 
is presented to the drawee for acceptance. The stamp to be affixed is the special adhesive 


stamp with the words ,,Foreign Bill” printed on it. 
Letter of Credit and financing of Foreign Trade 


A letter of credit is an undertaking by a bank to pay or to arrange to pay for 
specified merchandise, provided that certain stipulated conditions are met by the 
beneficiary. The international Chamber of Commerce has defined a bankers 


documentary credit as ,, an arrangement, however named or described, whereby a bank 
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(the issuing bank), acting at the request and in accordance with the instructions of a | Types of Letters of 
customer (the applicant to the credit), to make payment to or to the order of a third party Goegi 
(the beneficiary)m or is to pay, accept to negotiate bills of exchange (drafts) drawn by the 
beneficiary, or authorize such payments to be mad or such drafts to be paid, accepted or NOTES 
negotiated by another bank, against stipulated documents and compliance with stipulated 


terms and conditions”. 


The letter of credit arrangement offers advantages to both the seller and buyers. 
As far as the seller is concerned, a letter of credit ensures him payment for the goods he 
sells, provided, of course, the follows the instructions. Tough the buyers has have the 
botheration of arranging for the letter of credit, it may enable him to obtain more liberal 
discounts and a lower price from the seller. Further, the buyer is assured that the 
shipment will be made by the date specified in the letter of credit, it may enable him to 
obtain more liberal discounts and a lower price from the seller. Further, the buyer is 
assured that the shipment will be made by the date specified in the letter of credit, or else 
the credit will be made by the date specified in the letter of credit, or else the credit will 


expire. 
Parties to the Letter of Credit 


The opener: The opener is the buyer (the importer). The letter of credit is opened 


at the initiative and request of the buyer. 


The Issuer: the issuer, also called the opening or issuing bank, is the bank in the 


importer“s country issuing the letter of credit at the request of the importer. 


The Beneficiary: The beneficiary is the party in whose favour the credit is issued: 


that is the beneficiary is the seller or exporter. 


The three parties mentioned above are regarded as the fundamental parties to a 
letter of credit. However, the following parities are concerned with a letter of credit 


transaction. 
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NOTES 


Credit 


The confirming bank is a bank in the exporter‘s country which guarantees the 
credit at the request of the issuing bank. The confirming bank undertakes all the 
obligations of the issuing bank as a primary party to the credit, and even if the issuing 
bank fails during the currency of the credit the confirming bank is obliges to honour its 


commitment. 
The Notifying Bank 


The notifying bank is the which, at the request of the issuing bank, notifies the 
beneficiary that the credit has been opened in his favour. If the letter if the of credit is 


confirmed, the confirming bank advises the beneficiary accordingly. 


! 
The Paying Bank 


The paying bank is the bank on which the draft or bill of the exchange is to be 
drawn under the commercial credit. The paying bank may be the issuing bank, the 
conforming bank or the notifying bank. 


The Negotiating Bank 


The negotiating bank is the bank which pays or accepts the drafts of the exporter. 


| If no paying bank is specified in the credit the beneficiary may to any bank and present 


the draft and related documents under the credit; and if the bank agrees to negotiate the 
documents, it becomes the negotiating bank. By negotiation drafts, the negotiation bank 
becomes ,,an endorsee and bonafide holder” of the draft and has recourse on the drawer of 


the bill until it is accepted and paid by the drawer. 
3.13 FINANCINE FOREIGN TRADE 


The statutory basis for regulation of exports form India is the Foreign Trade 
(Development and Regulation) Act, 1992 which has replaced the import and Exports 


(control) Act, 1947. The Government is empowered to ban the export of certain goods 
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from India and/or restrict export in quantity, value, etc., by subjecting them to licensing |Types of Letters of 


a Credit 
procedures. 


In exercise of the powers conferred under Section 30 of the Act, the Central 

Government has notified the Export and Import Policy valid for a period of five years, lg wii 
April 1997 to 31% march 2002. During the currency of the policy, the Central 
Government may make any amendments to it Such amendments will be published by 


means of Public notices issued by the Director General of Foreign Trade. 


Items subject to export regulation are included in the Negative List of Exports 
attached to the Export and Import Policy. Exports of goods other than those in the 


negative list can be done freely. 
The negative list of exports consists of three parts as follows: 
items export of which is prohibited (prohibited items), 
items export of which is subject to licensing (restricted items); 


items, export of which can be done only through the specified canalizing agencies 


(canalized items). 


3.14 ROLE OF COMMERCIAL BANK 


ENT ec reece A — — == a O ea 


All the financial requirements of an exporter, form the time he enters into a sale 
contract and starts working on it and till he receives final payment from the importer, are 
met by commercial banks. The facilities available from banks are generally divided into 


two broad heads: (i) Pre-shipment Finance, and (ii) Post-shipment Finance. 


(1) Pre-shipment Finance or packing credit is the advance granted to the exporter 
to process, manufacture, pack ‘and prepare the goods for export. In other 
words, it is the facility extended to the exporter before and till the goods are 


shipped for export. 
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(ii) Post-shipment Finance refer to the credit facilities extended to the exporter 
from the goods are shipped and till the export proceeds are realized. Post- 


shipment finance may take any of the following forms: 
Negotiation of a bill drawn under a letter of credit: 
Purchase of bill not drawn under a letter of credit; 
Advance against bill sent for collection; and 
Advance ageist export incentives like duty drawback. 


Advances at the pre-shipment stage are discussed in this chapter and those at post- 


shipment stage in the next chapter. 


3.15 SUMMARY 


Thus this chapter reveals the various kinds of letter of credit which are used in 
international trade. Also, it clearly depicts the bill of exchange and the various types 


of bills used for settlements. 


3.16 Key words used in the lesson 


Letter of credit 


Bill of exchange 


| 3.17 Answers to check your progress question 


1 Sight draft 
2 Issuing bank 


3 Revolving 
4 Third parties 


5 Packing or anticipatory credit 
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"eau T ; Credit 
of credit is any letter of credit, or similar arrangement however named or described, | 
which represents an obligation to the beneficiary on the part of the issuer: to repay money 
borrowed by or advanced to for the account of the party; or to make payment on account NOTES 


of any indebtedness undertaking by the account party; or to make payment on account of 


any default by the account party in performance of an obligation. 
3.18 Model questions 
1. Define Letter of credit. 
2. What is acceptance credit? | 
3. What do you understand by Revocable and irrevocable letter of credit? 
4. Define Bill of exchange. 
5. | Name the parties for the letter of credit. 
Essay questions: 
1. Examine the various kinds of letter of credit used in international trade. 
2. Enumerate the different kinds of bill according to negotiable instruments. 
3.19 Further reading 


International Trade and Export Manageent — Dr.Francis Cherunilam, Himalaya 
Publishing House 


A Text book of Foreign Trade and Foreign Exchange by B.K.Chaudhuri and 
O.P.Agarwal, Himalaya Publishing House | 


Finance of Foreign Trade and Foreign Exchange by B.K. Chaudhuri, Himalaya 
Publishing House | 
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PRE-SHIPMENT AND POST-SHIPMENT CREDIT 





UNIT STRUCTURE 


4.1 


4.14 


Introduction 

Unit Objectives 

Pre-shipment credit in foreign currency 
Packing credit advances 

Type of account in packing credit 
Post-shipment credit 

Advances against duty drawback 
Financing Exports 

Other services to exporters 

oa 

Key words used in the lesson 

Answers to check your progress questions 
Model Questions 


Further reading 


4.1 INTRODUCTION: | 
AAA AAA O re Tyan fü 


Pre-shipment credit and post-shipment credit in a foreign currency (PCFC) 


exporter are allowed to avail credit in a convertible currency. In this unit, we can 


elaborately discuss the procedures followed in availing the above credits. 
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